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TG OUR SHAREHOLDERS

SilverStream was founded to facilitate the developmént andudeploynjent’f, -

of advanced web applications. Since the start of the company, we Have
been working to combine rapidly evolving industry standards/i}"\i//i/th ourown
innovation to provide constantly improving solutions to our customers
complex problems.

Almost two years ago, SilverStream correctly identified and began
working towards the most important emerging trend in our industry:
Web Services. We understood then that Web Services was going to be
much more than a single technology. We know now that Web Services is
a new way of building business applications that can impact
fundamental corporate strategy in ways never before possible. This new
wave is really the culmination of a number of technologies that have
evolved over the past several years, including:

s Java and J2EE, the language and operating environment for the web

& XML, the universal language for representing information on the web

e Web Services, the way of transporting self-describing information

across the Internet

These are all technologies in which SilverStream has been a pioneer. We
delivered the first complete Java application server and were one of the
first to become J2EE certified. Building on top of that foundation, we
created the first J2EE-based XML integration server and the first J2EE-
based framework for building advanced applications that can use Web
Services. All of our products are integrated around a high-productivity
development environment, are open and run on all major application
servers (such as IBM’s WebSphere and BEA’s Weblogic).

While the sum of these technologies, frequently referred to as Services-
oriented Architecture, offer massive benefit to businesses, they are not
simple to use. The challenge for the industry is to bring these capabil-
ities into the mainstream of IT. The challenge for SilverStream is to be at
the forefront of delivering these capabilities and SilverStream is rising to
that challenge.

In April of 2001, we announced SilverStream eXtend™, the first highly
productive, comprehensive environment for the development and
deployment of Services-oriented applications. The final major piece of
the SilverStream eXtend family was delivered in December 2001, This
represents the culmination of more than five years of R&D efforts and is
targeted at precisely where the market is apparently heading.
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(cont.)

2001 was a difficult year for the entire enterprise software sector. In
addition to the weak economic conditions, our target market - large
corporate IT organizations - delayed investments in most new
technology initiatives. At the same time, the evolution of technology
and standards continued at a pace faster than ever. As a result, the
industry has created an historic imbalance between the advent and
maturation of exciting new computing solutions and the speed of
adoption. This creates an opportunity for the most innovative
vendors when the market inevitably picks up. With SilverStream
eXtend already gaining traction and recognition within the industry,
we are poised to take advantage of the necessity for businesses to
invest in their Web Services technology initiatives. In particular:

o We have reduced our expense base to almost half of the
quarterly expense rate entering 2001.

© We have maintained a strong R&D capability to aggressively
evolve our products.

¢ We have maintained a sufficient sales and service presence to
support our global operations and provide exceptional
customer service.

o We have aggressively expanded and enhanced our products so
that they will be based on the latest technology and standards
and be best in class as the market recovers.

We enter 2002 with a new, fully shipping product line targeted at an
exciting emerging market, a strong talented organization, a lower
expense base and a significant cash balance. During 2002, we will
maintain our focus on innovation, standards and meeting customer
needs to capitalize on the growth in this market.

In closing, we wish to thank our shareholders, as well as our
customers, employees, partners, and outside Board members who
have supported and guided us during the past year. Gur company
was able to complete the evolution of our strategy during a tough
year and we have every indication that we are well positioned in
2002 and beyond.

Sincerely,

David A. Litwack
President and CEO
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PART I
Item 1. Business
Overview

SilverStream Software, Inc. (“we” or “the Company”), a Delaware corporation incorporated in May 1996, provides software
products and services that enable organizations to more effectively conduct business using the Web. By providing software products
and services for building, deploying and managing Web-based applications, we allow companies to deliver applications that have the
breadth, depth and richness customers and trading partners expect. Our software products and services leverage the power of standards
such as Java and XML to unify relevant information and services for our customers, partners and employees while enabling businesses
to leverage prior technology investments.

We believe our software products and services help our customers to rapidly deliver Web-based applications that are scalable,
reliable and secure. Using our software products and services, organizations can create and deploy robust Web applications in diverse
areas such as business-to-business integration, employee self-service, supply chain management, customer service, and enterprise
portals.

During the year ended December 31, 2001, more competitors entered the application server market at a time when the increased
scope of the J2EE application server standard made differentiation between application servers difficult. Our SilverStream eXtend
product line offers functionality that is beyond the current J2EE standard and allows us to differentiate our product offerings from our
application server competitors. For this reason, during the second half of the year ended December 31, 2001, we transitioned our
focus from our application server to the full SilverStream eXtend web services product line.

Products and Services
Products
SilverStream eXtend™

Our flagship product suite - SilverStream eXtend - is a comprehensive, integrated services environment that simplifies and
accelerates the creation and delivery of Web services-oriented business applications. Our technology is based on the best of Java,
XML, and Web Services, and enables organizations to rapidly deliver business applications to the Web. SilverStream eXtend gives
customers a competitive advantage by unlocking the business value of existing systems and delivering relevant information to those
who need it when they need it.

SilverStream eXtend is made up of four fully integrated components:

SilverStream eXtend Director
SilverStream eXtend Composer
SilverStream eXtend Application Server
SilverStream eXtend Workbench

0O o O O

A brief summary of each component is as follows:

Product Description Shipment Dates

eXtend Director eXtend Director, which evolved from our ePortal product, | Version 3.0 shipped in

is a true 100% J2EE application, deployable to multiple | December 2001. First version
J2EE servers that makes it easier to develop standards- shipped in July 2000.

based applications that include personalization, workflow,
content management, user profiling, wireless delivery,
security, and self-service portals. eXtend Director's
configurable architecture consists of a set of loosely
coupled subsystems, each made of J2EE modules, that can
stand alone and be licensed separately by independent
software vendors, or ISV,




eXtend Composer

eXtend Application
Server

eXtend Workbench

eXtend Director development software is licensed on a per-
user basis and deployment software is licensed on a per
processor basis for unlimited users with no per seat or per
connection charges.

eXtend Composer, which evolved from our xCommerce
product, is a standards-based integration server that
supports the rapid creation, testing and deployment of
services-oriented applications (e.g., Web Services). eXtend
Composer uses XML as its native data language and,
therefore, easily delivers the sophisticated any-to-any
mapping capabilities required by demanding enterprise and
business-to-business integrations. eXtend Composer's Web
Services deliver connectivity to back-end databases,
transactional applications and message-based systems.
eXtend Composer-developed services support both
straight-thru and long-running transaction processing
patterns to support the broadest possible range of services-
based applications. eXtend Composer uniquely deploys its
execution components to market-leading J2EE application
servers, delivering enterprise-level performance, scalability
and fault tolerance.

eXtend Composer development software is licensed on a
per-user basis and deployment software is licensed on a per
processor basis for unlimited users with no per seat or per
connection charges

eXtend Application Server provides a complete foundation
for building and deploying cross-platform, high
performance, standards-based applications. eXtend
Workbench, jBroker Web, jBroker MQ), and jBroker ORB
are included with the application server to provide the tools
and infrastructure needed to build enterprise applications.

eXtend Application Server is available for Windows NT
Workstation 4.0, Windows NT Server 4.0, Windows 2000,
Solaris 2.6, Solaris 2.7 or Solaris 2.8, HP-UX 11.0, AIX
4.3, or Red Hat Linux 6.2, 7.1.

eXtend Application Server development sofiware is
licensed on a per-user basis and deployment software is
licensed on a per processor basis for unlimited users with
NOo per seat or per connection charges.

eXtend Workbench is a comprehensive environment built
to simplify and accelerate the development and
deployment of J2EE and Web Services applications.
Developers can create a Web Service using powerful
wizards and create J2EE deployment plans and descriptors
using visual editors all in one integrated environment.
eXtend Workbench provides freedom and flexibility with
one-button deployment to the leading J2EE certified
application servers. As part of the SilverStream eXtend
platform, eXtend Workbench provides tight integration
with eXtend Director for rich presentation capabilities and
eXtend Composer for industry leading XML integration.

eXtend Workbench development software is licensed on a
per-user or per-processor basis.

Version 3.0 shipped in
December 2001. First version
shipped in July 2000.

Version 3.7 shipped in
December 2000. First version
shipped in November 1997.

Version 1.1 shipped in
November 2001.
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Services

We offer consulting, education and technical support services that complement SilverStream eXtend. As of December 31, 2001,
our services organization was comprised of 177 professionals. During the first quarter of fiscal 2002, we implemented a workforce
reduction in connection with the restructuring of our operations. As a result, as of February 28, 2002, our services organization
consisted of 162 professionals.

To complement our services organization, we train and promote a broad network of SilverStream partners, ranging from
international systems integrators and consulting firms to local consultants that offer consulting, education and technical support
services. We encourage our customers to engage consultants, instructors and developers we have certified as being proficient with our
products and whom we have designated Certified SilverStream Developers or Certified SilverStream Field Application Engineers.

Consulting Services. We provide application engineering and implementation services to assist our customers in developing and
implementing Web applications using SilverStream eXtend. Consulting services include advisory, prototyping, design, test and
configuration, deployment and tuning services, and technical account management services. We generally provide our consulting
services on a time and materials basis.

Training Services. We offer our customers and partners introductory and advanced training in the use of SilverStream eXtend.
Our employees as well as Certified SilverStream Trainers offer our training classes around the world. We price these services by the
course.

Technical Support Services. We believe that a high level of technical support services is critical to our customers’ success and an
important competitive advantage. We offer technical support to our customers, ranging from dedicated on-site support personnel, to
telephone support from our Billerica, Brussels and Hong Kong offices during normal business hours, to 24-hour on-line support
available through our Website. The pricing of our technical support services varies according to the level of support required.

Sales, Marketing and Distribution

We market and sell our products and services globally through our direct sales force and a network of independent software
vendors, systems integrators, consulting partners and distributors. To date, we have licensed our products to more than 1,700
customers in a wide variety of industries, including insurance, communications, financial services, government, manufacturing, oil
and gas, pharmaceutical, technology and transportation.

As of December 31, 2001, our sales and marketing organization consisted of 196 employees, of whom:

50 are located in our headquarters in Billerica, Massachusetts,

= 46 are located in sales offices in North America, and

> 100 are located in sales offices in the United Kingdom, The Netherlands, Belgium, Germany, Norway, The Czech Republic,
France, Luxembourg, Switzerland, Italy, China, Hong Kong, Singapore, Taiwan and Australia.

During the first quarter of fiscal 2002, we implemented a workforce reduction in connection with the restructuring of our
operations. As a result, as of February 28, 2002, our sales and marketing organization consisted of 161 professionals.

We have three types of partners that either sell, or help us sell, our products:
o value added reseller partners, or VAR partners, resell our products to customers;

o system integrator and consulting partners introduce new potential customers to us and provide consulting services to our
customers; and

° independent software vendor partners, or ISV partners, use our products to create their own software products.

We enter into partnership agreements with our partners that include some or all of the following terms and conditions:




o term of agreement is generally one year with subsequent one-year renewals;

o grant of license to demonstrate, use and resell our products;

o grant of license to include our products in partner products;

o grant of license to use our trademarks;

o payment to us of initial and annual partnership fees; and

> product discounts for value added resellers and independent software vendors.
As of December 31, 2001, we had approximately 175 partners.

Our products are also sold in Japan, South Africa, South America, Israel and the Middle East through distributors who sell our
products and provide consulting, training and educational courses to customers in those countries. Qur products allow customers to
create applications in different languages. For example, in Japan, our distributor has translated our products into Kanji. See Note 12
to our Consolidated Financial Statements in Item 8 for additional financial information about segment and geographic areas. We
believe our future success depends upon supporting our international operations.

We also have marketing relationships with other companies that have created commercial products that complement our products
or that market and sell these complementary products. As of December 31, 2001, we had more than 100 of these technology alliance
partuners, including IBM Corporation, Rational Software Corporation, SAP AG, BEA Systems Inc., Oracle Corporation, Hewlett-
Packard Company and Mercury Interactive Corporation. We work with these technology alliance partners to facilitate customers’ use
of our products with these technology alliance partmers’ products.

QOur marketing programs are designed to attract potential customers so that we, or one of our partners, can demonstrate our
products and services directly to potential customers. We hold many seminars, some with our pariners, send out direct mail and attend
trade shows, and provide information about our company and our products on our Web site. We also conduct public relations
activities, including interviews and demonstrations for industry analysts and product reviewers.

Research and Development

As of December 31, 2001, we had 149 employees responsible for product development, quality assurance and documentation, Our
research and development organization is divided into five teams: server, client, application development, quality assurance and
documentation. During the first guarter of fiscal 2002, we implemented a workforce reduction in connection with the restructuring of
our operations. As a result, as of February 28, 2002, our research and development organization consisted of 126 professionals.

We are very focused on enhancing the scalability, performance and reliability of SilverStream eXtend. Cur quality assurance
department has a dedicated performance and tuning laboratory designed to improve the performance of our customers’ Web-based
applications.

We have made, and expect to continue to make, a substantial investment in research and development. Research and development
expenses were $19.4 million in 2001, $14.6 million in 2000 and $7.1 million in 1999. All of our softiware development costs have

been expensed as incurred.

While we have developed, and expect to continue to develop, new products and enhancements to existing products internally, we
have also licensed, and expect to continue to license, software technology from third parties.

Competition
The market for Web-based application software and services is intensely competitive, subject to rapid technological change and
significantly affected by new product introductions and other market activities of industry participants. We expect competition to

persist and intensify in the future. We encounter current or potential competition from a number of sources, including:

° vendors of software and services that directly address elements of Web services applications;

o internally developed applications; and




> developers of software that address only certain technology components of Web services applications (e.g. content management).

Qur software products compete with products from other vendors, including: IBM Corporation, BEA Systems, Inc. Vignette
Corporation, Art Technology Group, Inc. and Broadvision, Inc. In addition, we compete with various methods of application
distribution and management, including the web browser, and with software vendors and others that have introduced software
distribution capabilities into their products.

Potential competitors may bundle their products in a manner that discourages users from purchasing our products. Furthermore,
new competitors or alliances among competitors may emerge and rapidly acquire significant market share. Our competitors may be
able to respond more quickly to new or emerging technologies and changes in customer requirements than we can.

We believe the primary factors upon which we compete with vendors of Web-based application software and services are:
 product performance and functionality;
> ease of use of our products;
o ability of our products to handle large volumes of users and transactions;
o the extent to which our products adhere to industry standards;
> the ability of our products to run on computer hardware from various manufacturers;
o the ability of our products to connect to various data sources;
o price; and
° customer Service.
Proprietary Rights and Licensing

Our success and ability to compete depend on our ability to develop and maintain the proprietary aspects of our technology and
operate without infringing on the proprietary rights of others. We rely on a combination of patent, trademark, trade secret and
copyright laws and contractual restrictions to protect the proprietary aspects of our technology. These legal protections afford only
limited protection for our technology. We presently have four patents issued, four patent applications pending in the United States and
four patent applications pending outside of the United States. We cannot predict whether any of the pending applications will result in
any issued patents or, if patents are issued, any meaningful protection. We seek to protect our source code for our software,
documentation and other written materials under trade secret and copyright laws. We license our software pursuant to “click-through”
and, in some cases, signed license agreements, which impose restrictions on the licensee’s ability to utilize the software. Finally, we
seek to limit disclosure of our intellectual property by requiring employees and consultants with access to our proprietary information
to execute confidentiality agreements with us and by restricting access to our source code. Due to rapid technological change, we
believe that factors such as the technological and creative skills of our personnel, new product developments and enhancements to
existing products are more important than the various legal protections of our technology to establishing and maintaining a technology
leadership position.

Despite our efforts to protect our proprietary rights, unauthorized parties may attempt to copy aspects of our products or to obtain
and use information that we regard as proprietary. Policing unauthorized use of our products is difficult and while we are unable to
determine the extent to which piracy of our software exists, we expect software piracy to be a persistent problem. In addition, the laws
of many countries do not protect our proprietary rights to as great an extent as do the laws of the United States. Litigation may be
necessary in the future to enforce our intellectual property rights, to protect our trade secrets, to determine the validity and scope of the
proprietary rights of others or to defend against claims of infringement or invalidity. Any such resulting litigation could result in
substantial costs and diversion of resources and could have a material adverse effect on our business, operating results and financial
condition. There can be no assurance that our means of protecting our proprietary rights will be adequate or that our competitors will
not independently develop similar technology. Any failure by us to meaningfully protect our intellectual property could have a
material adverse effect on our business, operating results and financial condition.

There can be no assurance that third parties will not claim infringement with respect to our current or future products. We expect
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that developers of Web-based application software products will increasingly be subject to infringement claims as the number of
products and competitors in our industry segment grows and as the functionality of products in different segments of the software
industry increasingly overlaps. Any such claims, with or without merit, could be time-consuming to defend, result in costly litigation,
divert management’s aitention and resources, cause product shipment delays or require us to enter into royalty or licensing
agreements. Such royalty or licensing agreements, if required, may not be available on terms acceptable to us or at all. A successful
infringement claim against us and our failure or inability to license the infringed rights or develop or license technology with
comparable functionality could have a material adverse effect on our business, financial condition and operating results.

We integrate third-party software into our products. This third-party software may not continue to be available on commercially
reasonable terms. The third-party software that we license includes search engine, database, graphics, encryption and Java
technologies, such as compiler, runtime environment and J2EE application program interfaces. These licensed components enhance
features in our products but are not critical to the operation of our products. Some of these components are available, at no charge, to
our customers from the supplier and are included in our products for customer convenience. In cases where the licensed component
provides an operating feature, we believe there are alternative suppliers for the technology who may license their software to us.
However, if we cannot maintain licenses to certain other third-party software included in our products, distribution of our products
could be delayed until equivalent software could be developed or licensed and integrated into our products, which could materially
adversely affect our business, operating results and financial condition.

Employees

As of December 31, 2001, we had a total of 599 employees of whom:

° 149 were in research and development {126 as of February 28, 2002);

o 196 were in sales and marketing (161 as of February 28, 2002);

° 177 were in consulting, education and support (162 as of February 28, 2002); and

o 77 were in finance and administration (58 as of February 28, 2002).

Qur future success will depend in part on our ability to attract, retain and motivate highly qualified technical and management
personnel, for whom competition is intense. Our employees are not represented by any collective bargaining unit. We believe our
relations with our employees are good.

Certain Factors that May Affect Future Results

This Annual Report on Form 10-K contains “forward-looking statements” within the meaning of the Private Securities Litigation
Reform Act of 1995. For this purpose, any statement that is not a statement of historical fact is a forward-looking statement. Use of
words such as “believe,” “expect,” “anticipate,” “intend,” “plan,” “estimate,” “should,” “likely” or similar expressions indicate a

forward-looking statement. Forward-looking statements involve risks, uncertainties and assumptions. Important factors that could
cause actual results to differ materially from the forward-looking statements herein include the following:

LAY

We Have incurred Substantial Losses, We Expect Continued Losses and Continued Losses Will Harm Our Business.

We have never been profitable. Our failure to significantly increase our revenue would seriously harm our business and operating
results. We have experienced operating losses in each quarterly and annual period since inception in 1996, and we expect to incur
significant losses in the future. We incurred net losses of $115.2 million (which included a charge for the impairment of goodwill of
$34.8 million and special charges of $10.7 million) for the year ended December 31, 2001, $28.4 million for the year ended December
31, 2000 and $22.3 million for the year ended December 31, 1999. As of December 31, 2001, we had an accumulated deficit of
$187.7 million. We will need to sigrificantly increase our revenue to achieve and maintain profitability. If our revenue grows more
slowly than we anticipate or if our operating expenses increase more than we expect or cannot be reduced in the event of lower
revenue, our business will be materially and adversely affected.

We Expect to Depend on Our SifverStream eXtend ™ Product Suite and Related Services for a Majority of Qur Revenue for the
Foreseeable Future and if Qur SilverStream eXtend Product Suite Does Not Achieve Widespread Market Acceptance, Qur
Business and Results of Operations Will Suffer.

We expect to derive a majority of our revenue from our SilverStream eXtend product suite and related services. We introduced our
SilverStream eXtend product suite to the marketplace during the third gquarter of 2001 to enable companies to create Web Services
from new and existing systems. The principal components of SilverStream eXtend are the SilverStream eXtend Director, SilverStream
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eXtend Composer, SilverStream eXtend Application Server and SilverStream eXtend Workbench. It is difficult to predict whether
these product components will be successful, as the markets for them are at early stages of development. We cannot be certain that
SilverStream eXtend will meet customer performance needs or expectations or that it will be free from significant bugs or defects. We
also cannot be sure that our third-party distribution partners will actively market SilverStream eXtend, and it will be difficult to track
their efforts. Our failure to achieve broad market acceptance of SilverStream eXtend would seriously harm our business and operating
results.

Our Business Will Sufffer if We Do Not Successfully Develop and Enhance New and Existing Product Offerings.

The introduction of products embodying new technologies, the emergence of new industry standards or changes in customer
requirements could render our existing products obsolete and unmarketable. As a result, our success depends upon our ability to
timely and effectively enhance existing products (such as our SilverStream eXtend product suite), respond to changing customer
requirements and develop and introduce new products on a timely and cost-effective basis that keep pace with technological and
market developments and emerging industry standards. Cur technology is complex, and new products and product enhancements may
require long development and testing periods. Any delays or difficulties in completing these new products or enhancements would
seriously harm our business and operating results. In addition, we cannot be certain that new products, enhanced versions of our
existing products or other complementary products will meet customer performance needs or expectations when shipped or that new
versions will be free from significant software defects or bugs.

It is Difficult to Forecast Revenues in Our Industry, and the Failure to Meet Expectations Could Cause the Price of Our
Common Stock to Decline.

Our operating expenses are largely based on anticipated revenue trends, and a high percentage of our expenses are and will continue
to be fixed in the short-term. We may not be able to quickly reduce spending if our revenues are lower than we had projected. If we do
not achieve our expected revenues, our operating results will be below our expectations and the expectations of investors and market
analysts, which could cause the price of our common stock to decline.

The Unpredictability of Qur Quarterly Operating Results May Adversely Affect the Trading Price of Our Common Stock.

Our quarterly operating results have varied significantly in the past and will likely vary significantly in the future, making it
difficult to predict future performance. These variations result from a number of factors, many of which are outside of our control.
Because of this difficulty in predicting future performance, our operating results will likely fall below the expectations of securities
analysts or investors in some future quarter or quarters. Our failure to meet these expectations would likely adversely affect the market
price of our common stock.

Our quarterly operating results may experience seasonal fluctuations. For instance, quarterly results may fluctuate based on our
customers’ calendar year budgeting cycles, deferral of customer orders in anticipation of product enhancements or new products, slow
summer purchasing patterns in Europe and our compensation policies that tend to compensate sales personnel, typically in the latter
half of the year, for achieving annual quotas.

We Depend on Increased Business from Qur Current and New Customers, and Any Feailure to Grow Our Customer Base or
Generate Repeat Business Would Harm Qur Operating Results.

Failure to grow our customer base or generate repeat and expanded business from our current and new customers would seriously
harm our business and operating results. Many of our customers initially make a limited purchase of our products and services for
pilot programs. Many of these customers may not choose to purchase additional licenses to expand their use of our products. Also,
many of these customers have not yet developed or deployed initial applications based on our products. If these customers do not
successfully develop and deploy such initial applications, they may choose not to purchase deployment licenses or additional
development licenses. Our business model depends on the expanded use of our products within our customers’ organizations.

In addition, our current customers may not require the functionality of new products or new versions of our products that we
introduce, and may not ultimately license these products. Because the total amount of maintenance and support fees we receive in any
period depends significantly on the size and number of licenses that we have previously sold, any downturn in our software license
revenue would negatively impact our future maintenance and support revenue. In addition, if customers elect not to renew their
maintenance agreements, our maintenance and support revenue could be significantly adversely affected.

Our Markets are Highly Competitive, and Qur Failure to Compete Successfully Will Limit Qur Ability to Retgin and Increase
our Market Share.

The market for our products is highly fragmented, competitive with alternative computing architectures, and characterized by
continuing technological developments, evolving and competing industry standards, and changing customer requirements. We expect
competition to persist and intensify in the future.




Our principal competitors include: other vendors of software that directly address elements of Web services applications,
developers of software that address only certain technology componenis of Web services applications (e.g., content management) and
internally developed applications. Some of our competitors have longer operating histories and significantly greater financial,
technical, marketing and other resources than we do. Many of these companies can also leverage extensive customer bases, have broad
customer relationships and broad industry alliances, including relationships with many of our current and potential customers. These
companies may also have significantly more established customer support and professional services organizations. In addition, these
companies may adopt aggressive pricing policies, may bundle their competitive products with broader product offerings or may
introduce new products and enhancements.

Competitive pressures may make it difficult for us to acquire and retain customers and may require us to reduce the price of our
software. We cannot be certain that we will be able to compete successfully with existing or new competitors. Our failure to maintain
and enhance our competitive position would limit our ability to retain and increase our market share, resulting in serious harm to our
business and operating results.

Our Lengthy Sales Cycle and Dependence on Large Orders Makes It Difficult to Predict Our Quarterly Results.

A customer’s decision to purchase our products typically involves that customer’s senior information technology managers because
the customer applications to be built and deployed using our products are generally critical to the customer’s business. We also must
educate potential customers on the use, benefits and performance features of SilverStream eXiend. Our long sales cycle makes it
difficult to predict the quarter in which sales may occur. Also, we derive a significant portion of our software license revenues in each
quarter from a small number of relatively large orders. Acquisition of our products and services requires a large capital or other
significant resource commitment. Accordingly, the sale of our products is subject to delays from the lengthy budgeting, approval and
competitive evaluation processes that typically accompany significant information technology purchasing decisions. For example,
customers frequently begin by evaluating our products on a limited basis and devote time and resources to testing our products before
they decide whether or not to purchase a license for deployment. Customers may also defer orders as a result of anticipated releases of
new products or enhancements by our competitors or us. In addition, as a result of the current economic slowdown and spending
controls, our customers and prospecis may defer large capital spending decisions, which, in turn, could result in shortfalls in our
revenue and operating result expectations.

Qur Sales Estimates are Speculative and May Reswlt in Improper Budgeting.

We use a “pipeline” system, a common industry practice, to forecast sales and trends in our business. Our sales personnel monitor
the status of all proposals, such as the date when they estimate that a customer will make a purchase decision and the potential dollar
amount of the sale. We aggregate these estimates periodically in order to generate a sales pipeline and compare the pipeline at various
points in time to look for trends in our business. While this pipeline analysis may provide us with some guidance in business planning
and budgeting, these pipeline estimates are necessarily speculative and may not consistently correlate to revenues in a particular
quarter or over a longer period of time. A variation in the conversion of the pipeline into contracts or in the pipeline itself could cause
us to improperly plan or budget and thereby adversely affect our business or results of operations. In particular, as was the case during
fiscal 2001, a slowdown in the economy may cause purchasing decisions to be delayed, reduced in amount or canceled, which will
therefore reduce the overall license pipeline conversion rates in a particular period,

We Face Risks Associated with International Operations That Could Harm Our Business.

To be successful, we believe we must continue to support our international operations and, therefore, we expect to commit
resources to our international sales and marketing activities. However, we may not be able to maintain or increase market demand for
our products, which may harm our business. We are increasingly subject to a number of risks associated with international business
activities which may increase our costs, lengthen our sales cycle and require significant management attention. These risks generally

include:

o increased expenses associated with customizing products for foreign countries;

general economic conditions in our international markets;

o]

o currency exchange rate fluctuations;

o unexpected changes in regulatory requirements resulting in unanticipated costs and delays;

o tariffs, export controls and other trade barriers,;

o longer accounts receivable payment cycles and difficulty in collecting accounts receivable; and

o potentially adverse tax consequences, including restrictions on the repatriation of earnings.
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Failure to Retain Our Sales and Marketing Personnel Wowuld Harm Qur Business.

In order to increase market awareness of our products, market SilverStream eXtend to a greater number of organizations and
generate increased revenue, our sales and marketing operations need to retain qualified personnel. If we are unable to retain qualified
sales and marketing personnel, our business and operating results would be seriously harmed. Our products and services require a
sophisticated sales effort targeted at senior information technology management of our prospective customers. New hires require
extensive training and typically require at least six months to achieve full productivity. We have limited experience managing a large
and geographically dispersed direct sales force. In addition, we have limited experience marketing our products broadly to a large
aumber of potential customers, and our inability to do so could impede our ability to compete effectively.

We May Not Achieve the Anticipated Benefits of Qur Recent Restructurings.

During the first quarter of 2002 and in 2001, we restructured our operations through workforce reductions and office closures. Such
restructurings could have an adverse effect on our business, including on our ability to attract and retain customers and employees, and
there can be no assurance that we will achieve the anticipated financial benefits of these restructurings. In addition, there can be no
assurance that our workforce reductions will not have a material adverse effect on our business and operating results in the future.

Failure to Maintain Existing, or Increase the Number of, Third-Party Distribution Relationships May Limit Qur Abifity to
Penetrate the Market.

We have a limited number of third-party distribution agreements and we may not be able to increase the number of our distribution
relationships or maintain our existing relationships. In addition, any expansion of such distribution relationships may not result in
revenue increases. Our failure to increase the number of our distribution relationships or maintain our existing relationships may limit
our ability to penetrate the market.

Failure to Attract and Retain Skilled Service Personnel Would Harm Qur Business.

A significant portion of our revenues has historically been attributable to our services business, including application engineering,
implementation, training, support, and education of third-party resellers, systems integrators and consultants on how to provide similar
services. If we fail to attract, train and retain the skilled persons who deliver these services, or fail to educate third-party resellers,
systems integrators and consultants on how to provide similar services, our business and operating results would be harmed.

Loss of Revenues from Our Service Offerings or Qur Inabifity to Provide Service Offerings Could Harm Qur Business and
Financial Reswlts,

While we expect to continue to provide consulting, education and technical support services that complement our products, we
anticipate a diminished focus on our consulting business and have reduced capacity accordingly. If demand for consulting services
increases significantly, our diminished focus on consulting services could create a competitive disadvantage in our ability to license
our products, which could have a material adverse effect on our business and financial results. In addition, services cost as a
percentage of services revenue can be expected to vary significantly from period to period depending on the mix of services we
provide, whether such services are provided by us or third-party contractors, and overall utilization rates.

Qur Future Success Depends on Continued Use of the Internet and Growth of Electronic Business.

Cur future success depends heavily on the acceptance and wide use of the Internet for electronic business. If electronic business
does not continue to grow or grows more slowly than expected, demand for our products and services will be reduced. Consumers and
businesses may not embrace the Internet as a primary commercial medium for 2 number of reasons, including potentially inadequate
network infrastructure, slow development of enabling technologies, insufficient commercial support, or privacy concerns. The
Internet’s infrastructure may not be able to support the demands placed on it by increased usage. In addition, delays in the
development or adoption of new standards and protocols required to handle increased levels of Internet activity, imposition of new or
higher taxes on electronic commerce, or increased governmental regulation, could diminish usage of the Internet as a commercial
medium. Even if the required infrastructure, standards, protocols and complementary products, services or facilities are developed, we
may incur substantial expenses adapting our solutions to changing or emerging technologies.

Any Future Growth and Expansion Mey Reguire us to Improve Our Management and Operational Systems on a Timely Basis.

Any future growth could place a significant demand on our management and operational resources. Future growth and expansion
may require us to implement additional management information systems, improve our operating, administrative, financial and
accounting systems, procedures and controls, train new employees and maintain close coordination among our executive, engineering,
professional services, accounting, finance, marketing, sales and operations organizations. There can be no assurance any expenditures
made in anticipation of future growth would be offset by increased revenues.
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Faifure to Retain and Attract Key Personnel Would Harm Qur Business.

Our success depends largely on the skills, experience and performance of the members of our senior management and other key
personnel, including our President and Chief Executive Officer, David Litwack. The loss of one or more of certain members of our
senior management or other key employees would seriously harm our business and operating results. In addition, our future success
will depend largely on our ability to continue attracting, training, motivating and retaining highly skilled personnel. None of our senior
management or other key personnel is bound by an employment agreement. Like other software companies in the Boston,
Massachusetts area, we face competition for qualified personnel including software engineering, service and support, and sales and
marketing personnel.

An Inability to Continue Including Third-Party Software and Technology in Qur Products and Qur Business Would Adversely
Affect Our Product Development Efforts.

Our products embed and/or rely upon third-party search engines, database, graphics, encryption and Java technologies, such as
compiler, runtime environment and J2EE application program interfaces. There are inherent limitations in the use and capabilities of
much of the technology that we license from third parties. Although certain third-party software in our products are not critical to the
operation of our products, our business would be seriously harmed if the providers from whom we license certain other software and
technology ceased to deliver and support reliable products, enhance their current products in a timely fashion or respond to emerging
industry standards. In addition, third-party software may not continue to be available to us on commercially reasonable terms or at all.
Many of these licenses are subject to periodic renewal. If we cannot maintain licenses to key third-party software, shipments of our
products could be delayed until equivalent software could be developed or licensed and integrated into our products, or we might be
forced to limit the features available in our current or future product offerings. Either alternative could materially adversely affect our
business, operating results and financial condition.

Ouwr Business Would Be Harmed if the Java Programming Language Loses Market Acceptance or if We Were Unable to
Continue Using Java.

All of our products are almost entirely written in Java and require a Java virtual machine made available by Sun Microsystems in
order to operate. Java is a relatively new language and was developed primarily for the Internet and corporate intranet applications. It
is still too early to determine whether Java will achieve greater acceptance as a programming language and platform for enterprise
applications. If Java does not continue to be widely adopted, or is adopted more slowly than anticipated, our business will suffer. In
addition, Sun may not continue to make the Java virtual machines available at commercially reasonable terms or at all. Furthermore, if
Sun were to make significant changes to the Java language or its Java virtual machines, or fail to correct defects and limitations in
these products, our ability to continue to improve and ship our products could be impaired. In the future, our customers may also
require the ability to deploy our products on platforms for which technically acceptable Java implementations either do not exist or are
not available on commercially reasonable terms.

We May Not Achieve the Expected Benefits of Our Recent Technology Acquisitions.

Since 1999, we have made a number of strategic technology acquisitions. Our failure to successfully address the risks associated
with these acquisitions could have a material adverse effect on our ability to develop and market products based on the acquired
technologies.

We have just recently developed enhanced features to our SilverStream eXtend product suite based on certain of these acquired
technologies, and will continue to devote resources to product development, sales and marketing. The success of these acquisitions
will depend on our ability to:

o successfully integrate and manage the acquired operations;

o retain the necessary software developers and other key employees of the acquired businesses;

o develop, integrate and market products and product enhancements based on the acquired technologies; and
o control costs and expenses as well as demands on our management associated with the acquisitions.

If we are unable to successfully develop and market products and product enhancements as a result of these acquisitions, we may
not achieve enhanced revenue or other anticipated benefits from our acquisitions.
We May Not Achieve the Expected Benefits of Any Future Acquisitions

In order to remain competitive, we may find it necessary to acquire additional businesses, products or technologies that we believe
would complement our business strategy. We cannot be certain such acquired businesses will be complementary to our long-term
business strategy. For example, in 2000 and 2001, we acquired several consulting and distributor businesses to expand our consulting
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service business. During the fourth quarter of 2001, we made a strategic decision to scale back our consulting business. As a result of
this decision and other factors, we have recorded a $34.8 million charge for the impairment of goodwill. Any inability to achieve
anticipated benefits from future acquisitions may adversely affect our revenue.

Any Future Acquisitions Could Disrupt Qur Business and Consequently Harm Qur Financial Condition.

Acquisitions entail numerous risks, including the risk that we will not successfully assimilate the acquired operations and products,
or retain key employees of the acquired operations. There are also risks relating to the diversion of our management’s attention, and
difficulties and uncertainties in our ability to maintain the key business relationships that the acquired entities have established. If we
identify an appropriate acquisition candidate, we may be unable to negotiate the terms of the acquisition successfully, finance the
acquisition, or integrate the acquired business, products or technologies into our existing business and operations. If we consummate
one or more significant acquisitions in which the consideration consists of stock or other securities, our stockholders’ equity could be
significantly diluted. If we were to proceed with one or more significant acquisitions in which the consideration included cash, we
could be required to use a substantial portion of our available cash to consummate an acquisition. Acquisition financing may not be
available on favorable terms, or at all.

Changes in Accounting Regulations Could Cause Us to Defer Recognition of Revenue or Recognize Lower Revenue and Profits.

Although we use standardized license agreements designed to meet current revenue recognition criteria under generally accepted
accounting principles, we must often negotiate and revise terms and conditions of these standardized agreements, particularly in larger
license transactions. Negotiation of mutually acceptable terms and conditions can extend the sales cycle and, in certain situations, may
require us to defer recognition of revenue on the license. While we believe that we are in compliance with Statement of Position 97-2,
“Software Revenue Recognition,” as amended, the American Institute of Certified Public Accountants continues to issue
implementation guidelines for these standards, and the accounting profession continues to discuss a wide range of potential
interpretations. In addition, the Securities and Exchange Commission issued Staff Accounting Bulletin No. 101, Revenue Recognition
in Financial Statements (“SAB 101”). We adopted the provisions of SAB 101 in our first fiscal quarter of 2000. Additional
implementation guidelines and changes in interpretations of such guidelines could lead to unanticipated changes in our current
revenue accounting practices that could cause us to defer the recognition of revenue to future periods or to recognize lower revenue
and profits. See also the discussion under the heading “Critical Accounting Policies” under Item 7 below.

Our Software Products May Contain Errers or Defects That Could Result in Lost Revenues, Delayed or Limited Market
Acceptance or Product Liability Claims with Substantial Litigation Costs.

Despite internal testing and testing by current and potential customers, our current and future products may contain errors or
defects, particularly when first introduced or when new versions or enhancements are released. Defects or errors in current or future
products, including the SilverStream eXtend Director Version 3.0, SilverStream eXtend Composer Version 3.0, SilverStream eXtend
Application Server Version 3.7 and SilverStream eXtend Workbench 1.1, could result in lost revenue or a delay in market acceptance,
which would seriously harm our business and operating results. We have in the past discovered software errors in our new releases
and new products after their introduction, and expect that this will continue.

As many of our customers use our products for business-critical applications, errors, defects or other performance problems could
result in financial or other damage to our customers and could significantly impair their operations. Our customers could seek
damages for losses related to any of these issues. A product liability claim brought against us, even if not successful, would likely be
time consuming and costly to defend and could adversely affect our marketing efforts.

Our Business May Suffer if We Cannot Protect Qur Intellectual Property.

We have four patents issued, four pending U.S. patent applications and four pending foreign patent applications, but none may be
issued from our existing patent applications. We rely on a combination of contractual provisions, confidentiality procedures, and
patent, trademark, trade secret and copyright laws to protect the proprietary aspects of our technology. These legal protections afford
only limited protection and competitors may gain access to our intellectual property which may result in the loss of our customers. In
addition, despite our efforts to protect our proprietary rights, unauthorized parties may attempt to copy aspects of our products or to
obtain and use our proprietary information. Litigation may be necessary to enforce our intellectual property rights, to protect our trade
secrets and to determine the validity and scope of the proprietary rights of others. Any litigation could result in substantial costs and
diversion of resources with no assurance of success and could seriously harm our business and operating results. In addition, we sell
our products internationally, and the laws of many countries do not protect our proprietary rights as well as the laws of the United
States. Our future patents, if any, may be successfully challenged or may not provide us with any competitive advantages.

We obtain a major portion of our software license revenue from licensing our products under standardized ‘“click-through”
agreements that our customers do not sign. If any of these agreements were deemed unenforceable, those customers may seek to use
and copy our technology without appropriate limitations.
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We Could Incur Substantial Costs Defending Qur Intellectual Property from Infringement or @ Claim of Infringement.

Other companies, including our competitors, may obtain patents or other proprietary rights that would prevent, limit or interfere
with our ability to make, use or sell our products. As a result, we may be found to infringe on the proprietary rights of others. In the
event of a successful claim of infringement against us and our failure or inability to license the infringed technology, our business and
operating results would be significantly harmed. Companies in the software market and the Internet market are increasingly bringing
suits alleging infringement of their proprietary rights, particularly patent rights. Any litigation or claims, whether or not valid, could
result in substantial costs and diversion of resources with no assurance of success. Intellectual property litigation or claims could force
us to do one or more of the following:

o cease selling and incorporating, or using products or services that incorporate, the challenged intellectual property;

o obtain a license from the holder of the infringed intellectual property right, which license may not be available on reasonable
terms; and

o redesign products or services.

Future Regulations Could be Enacted thar Restrict Qur Business.

The United States government regulates the export of encryption technology, which our products incorporate. If our export
authority is revoked or modified, if our software is unlawfully exported or if the United States government adopts new legislation or
regulations restricting export of software and encryption technology, our business, operating results and financial condition could be
materially adversely affected. Current or future export regulations may limit our ability to distribute our software outside the United
States. Although we take precautions against unlawful export of our software, we cannot effectively control the unauthorized
distribution of software across the Internet.

Recent Terrorist Activities and Resulting Military and Other Actions Could Adversely Affect Our Business.

Terrorist attacks in New York and Washington, D.C. in September of 2001 have disrupted commerce throughout the United States
and other parts of the world. The continued threat of terrorism within the United States and abroad and the potential for military action
and heightened security measures in response to such threat may cause significant disruption to commerce throughout the world.
Delays or cancellations of customer orders and/or a general decrease in corporate spending resulting from such disruptions could
materially and adversely affect our business and results of operations. We are unable to predict whether the threat of terrorism or the
responses thereto will result in any long-term commercial disruptions or if such activities or responses will have a long-term material
adverse effect on our business, results of operations or financial condition.

We are Party to Securities Class Action Litigation Whick May Be Costly to Defend and the Quicome of Whick is Uncertain.

We and several of our officers and directors, as well as the underwriters who handled our public offerings, are named as defendants
in several class action complaints which have been filed on behalf of certain of our stockholders who purchased securities between
August 16, 1999 and December 6, 2000. These complaints allege violations of the Securities Act of 1933 and the Securities Exchange
Act of 1934. In particular, they allege, among other things, that there was undisclosed compensation received by the underwriters of
our initial and secondary public offerings. The plaintiffs are seeking monetary damages, statutory compensation and other relief that
may be deemed appropriate by the court.

We can provide no assurance as to the outcome of this litigation. Any conclusion of this litigation in a manner adverse to us would
have a material adverse effect on our business, financial condition, and results of operations. In addition, the cost to us of defending
any litigation or other proceeding, even if resolved in our favor, could be substantial. Such litigation could also substantially divert the
attention of our management and our resources in general. Uncertainties resulting from the initiation and continuation of this litigation
or other proceedings could harm our ability to compete in the marketplace. Because the price of our common stock has been, and may
continue to be, highly volatile, we have no assurance that additional sécurities class action complaints will not be filed against us in
the future.

Our Stock Price May Be Volatile.

The market price of our common stock has been highly volatile and has fluctuated significantly. We believe that it may continue to
fluctuate significantly in the future in response to the following factors, some of which are beyond our control:

o variations in quarterly operating results;
o changes in financial estimates by securities analysts;

o changes in market valuations of Internet software companies;
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o announcements by us of significant contracts, acquisitions, strategic parmerships, joint ventures or capital commitments;
o Joss of a major customer or failure to complete significant license transactions;

o additions or departures of key personnel;

o difficulties in collecting accounts receivable;

o future sales of common stock; and

o  general fluctuations in stock market prices and volumes of Internet and software companies.

Anti-Takeover Provisions in Qur Charter Documents and Delaware Law Could Prevent or Delay a Chenge in Control of Qur
Company.

Provisions of our certificate of incorporation and bylaws, as well as provisions of Delaware law, could make it more difficult for a
third party to acquire us, even if doing so would be beneficial to our stockholders.

[tem 2. Properties

Our headquarters are currently located in a leased facility in Billerica, Massachusetts, consisting of approximately 100,000 square
feet under a sublease that expires in 2006. We have also leased offices for sales and support personnel in the United States, Canada,
Europe and Asia.

Item 3. Legal Proceedings

We and several of our officers and directors, as well as the underwriters who handled our public offerings, are named as defendants
in several class action complaints which have been filed on behalf of certain of our stockholders who purchased securities between
August 16, 1999 and December 6, 2000. These complaints allege violations of the Securities Act of 1933 and the Securities Exchange
Act of 1934. In particular, they allege, among other things, that there was undisclosed compensation received by the underwriters of
our initial and secondary public offerings. The plaintiffs are seeking monetary damages, statutory compensation and other relief that
may be deemed appropriate by the court.

Although neither we nor the individual defendants have filed answers in any of these matters, we believe that SilverStream and the
individual defendants have meritorious defenses to the claims made in the complaints and intend to contest the lawsuits vigorously.

Item 4. Submission of Matters to 2 Vote of Security Helders

None.
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PART II

Item 5. Market for Registrant’s Commen Equity and Related Stockholder Matters
(a) Price Range of Common Stock

QOur common stock is listed on the Nasdaq National Market under the symbol “SSSW.” The following table sets forth, for the
periods indicated, the high and low sale price per share of the common stock on the Nasdaq National Market:

High Low

Year Ended December 31, 2001

First Quarter $ 2025 $ 900
Second Quarter 10.36 5.81
Third Quarter 7.55 3.15
Fourth Quarter 7.28 3.15
Year Ended December 31, 2000

First Quarter $ 12463 § 5956
Second Quarter 57.75 25.38
Third Quarter 58.75 24.00
Fourth Quarter 29.06 15.06

As of February 22, 2002, there were 22,415,657 shares of the Common Stock outstanding held by approximately 281 holders of
record. The number of holders of record does not include stockholders who hold their shares in “street name” through accounts with a

broker or similar accounts.

We have never paid or declared any cash dividends on our common stock or other securities and do not anticipate paying cash
dividends in the foreseeable future. We currently intend to retain all future earnings, if any, for use in the operations of our business.
Our existing term loan prohibits the payment of dividends without the consent of the lender.

On December 13, 1999, pursuant to the terms of an Agreement and Plan of Merger dated as of December 13, 1999 between
SilverStream, SilverStream Acquisition Corp., a Delaware corporation and a wholly owned subsidiary of SilverStream, and
GemLogic, Inc., a Connecticut corporation, SilverStream acquired GemLogic through a merger of SilverStream Acquisition Corp.
with and into GemLogic. The merger agreement provided that the GemLogic stockholders would exchange their outstanding shares of
GemlLogic capital stock for approximately 114,456 shares of our common stock. Pursuant to the terms of the merger agreement, we
issued an additional 73,298 shares of our common stock on February 15, 2001, an additional 180,642 shares of our common stock on
July 5, 2001 and an additional 211,082 shares of our common stock on January 31, 2002 to the shareholders of GemLogic, due to the
achievement of certain goals and deliverables. We issued these shares in reliance on the exemption from registration contained in
Regulation D promulgated under the Securities Act of 1933, as amended. No underwriters were involved in connection with the
issuance and sale of these shares.

(b) Use of Proceeds from Sales of Registered Securities

On August 20, 1999 and August 26, 1999 we closed our initial public offering of our common stock. The shares of common stock
sold in the offering were registered under the Securities Act of 1933, as amended, on a Registration Statement on Form S-1
(Registration No. 333-80553) that was declared effective by the Securities and Exchange Commission on August 16, 1999, After
deducting the underwriting discounts and commission and the offering expenses, we received net proceeds from the offering of
approximately $49.6 million.

As of the date hereof, we have spent all of the net proceeds from our initial public offering. These net proceeds, in addition to the
net proceeds generated from our secondary public offering, have been used primarily to fund our working capital, capital expenditures
and general corporate needs. In addition, we used $31.7 million to acquire ObjectEra, eObject, Power 2000, Excelnet Systems, Bondi
Software, E-Party Software, the wireless application division of Waptop Holdings and Beijing Silversolutions.
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Item 6. Selected Financial Data

SELECTED CONSOLIDATED FINANCIAL DATA

The following selected consolidated financial data should be read in conjunction with our Consolidated Financial Statements and
Notes thereto and with “Management’s Discussion and Analysis of Financial Condition and Results of Operations™ included in Item 7
of this Form 10-K and the consolidated financial statements and notes thereto in Item 14 of this Form 10-X.

Year Ended

December 31,
2001 2000 1999 1998 1997
(in thousands, except share and per share data)

Consolidated Statement of Operations Data:

Revenue:
SORWArE LICENSE ......vvvevericcrirernererirerseeeenens $ 31,744 $ 40,859 $ 13,826 $ 5,983 $ 249
Services......covnnnn. . 36.191 39,725 9.239 825 -
Total rEVENUE . .ccccoivniiriiveiririnenncceneeranes 67,935 80,584 23,065 6,808 249
Cost of revenue:
Software license ..........cccovvvimrrecrcrvccrnnenenns 508 2,501 1,412 767 %0
SEIVICES ...c.vreivenreeninereenicsaarrasisesasisreseresaseaes 42.900 35057 10.253 1414 282
Total cost of revenue........ccooceveernenene. 43.408 37.558 11,665 2,181 372
Gross profit (108s)......ccocvvvrnerrervcrenresiensenereennes 24,527 43,026 11,400 4,627 (123)
Operating expenses:
Sales and marketing..........ccorvveeeerececrennnccnrenes 44615 44,071 20,419 10,776 3,854
Research and development .. 19,431 14,577 7,090 5,070 2,622
General and administrative 16,003 11,231 4,301 2,141 1,961
Compensation charge for issuance of stock
OPLIONIS ... cvrervrereserrerecnireriseerierienernerecnnssvenes 3,093 2,329 439 — —
Amortization of goodwill 18,158 11,309 385 — —
Impairment-of goodwill... . 34,844 —_ — — —
Special charges.........cccoeovimniiecinercaniinnne 10,658 —_ _— — —
In-process research and development charge — — 1,987 — —
Total operating €Xpenses ..........c.vuverenne 146.802 83.517 34,621 17,987 8.437
Loss from operations................ (122,275) (40,491) (23,221) (13,360) (8,560)
Other income, net........ . 7.091 12.125 1,232 475 225
NEtL0SS..evieerererre et ecereees $(115,184) $ (28366) $ (21,989) § (12,885) &  (8,335)
Beneficial conversion feature in
Series D preferred stock .......ocovcoevernnircnneenens — — _(263) — —
Net loss applicable to common
StOCKOLIAETS.......cvorrerreecrcecrer e $(15.184) $ (28366) $§ (22252) & (12.885) §__ (8335)
Basic and diluted net loss per share
applicable to common
StOCKhOLAETS.....covvecrecemrrnneeererrecicni e $ (27 3 (144) 8 (264) $ 489 § (10.61)

Weighted-average common shares used
in computing basic and diluted net
10SS PET ShAre.....ccccevvvcvrieinrierececrreiennnveeaerenns 21,859,723 19,697,498 8,419,116 2,632,496 785,548

17




At December 31,

2001 2000 1999 1998 1997
In thousands

Consolidated Balance Sheet Data:
Cash and cash equivalents............ccccreverirvccrnnneans $ 87,932 § 86,481 $ 46,799 § 1,199 § 16,649
Working capital................ 124,823 188,302 40,549 5,119 16,349
TOtal ASSCLS....eevveerreererreereearrvesierrsiverssesisesreesions 199,265 313,738 80,663 10,014 18,956
Long-term debt and obligations under capital

leases, less current portion............ccovveeeerercnnens - 358 509 325 295
Redeemable convertible preferred stock - - - 11,638 11,638
Total stockholders’ equity (deficit) ..........c.ocvuu.ee 178,102 280,141 63,585 (5,048) 5,944
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Item 7. Management’s Discussion and Analysis of Finanecial Condition and Results of Qperations

The following discussion should be read together with the Consolidated Financial Statements and accompanying Notes thereto
appearing elsewhere in this Annual Report on Form 10-K. This Annual Report on Form 10-K contains forward-looking statements
that involve risks and uncertainties. Actual results may differ materially from those indicated in such forward-looking statements as a
result of certain factors including, but not limited to, those set forth under the heading “Certain Factors that May Affect Future
Results.”

Overview

We provide software products and services that enable organizations to more effectively conduct business using the Web. By
providing software products and services for building, deploying and managing Web-based applications, we allow companies to
deliver applications that have the breadth, depth and richness customers and trading partners expect. Our software products and
services leverage the power of standards such as Java and XML to unify relevant information and services for our customers, partners
and employees while enabling businesses to leverage prior technology investments.

We believe our software products and services help our customers to rapidly deliver Web-based applications that are scalable,
reliable and secure. Using our software products and services, organizations can create and deploy robust Web applications in diverse
areas such as business-to-business integration, employee self-service, supply chain management, customer service, and enterprise
portals.

We market and sell our software products and services globally through our direct sales force and a network of independent
software vendors, systems integrators, consulting partners and distributors. To date, we have licensed our software products to more
than 1,700 customers in a wide variety of industries, including insurance, communications, financial services, government,
manufacturing, oil and gas, pharmaceutical, technology and transportation.

We derive our revenue from the sale of software product licenses and from professional consulting, education and technical
support services. We plan to generate future revenue from both new and existing customers. As existing customers create new
software applications based on the SilverStream eXtend Application Server, they may require more application servers to run these
applications. In addition, as existing customers transform existing business systems into Web-based business applications, they may
require the entire SilverStream eXtend suite of products to exploit the capabilities of Web Services. We plan to widen our customer
base by selling licenses and services to new customers. We anticipate that we will continue to sell annual update assurance and
support agreements to most customers.

We recognize our software license revenue in accordance with Statement of Position (SOP) 97-2, “Software Revenue
Recognition,” as amended by SOP 98-4 and SOP 98-9 and with Staff Accounting Bulletin (SAB) 101. SOP 97-2 generally requires
revenue eamed on software arrangements involving multiple elements to be allocated to each element based on the relative fair values
of the elements. We generally recognize revenue allocated to software licenses upon delivery of the software products, provided that
(i) we have no remaining significant obligations with regard to implementation, {ii) the license fee is fixed or determinable and (iii)
collection of the fee is probable. However, when we sell software product licenses to a reseller, revenue is not recognized until the
product is shipped to the ultimate customer.

Our customers often contract for update assurance, which provides them with new releases of software for a period of typically
one year. These agreements are separately negotiated and priced. We recognize update assurance revenue ratably over this 12-month
period.

Sales to independent software vendors (ISVs) under our former ISV program were deferred and recognized as revenue ratably over
the anticipated period of performance for services under the agreement, which was generally 12 months, as vendor specific objective
evidence (VSOE) of fair value was not available for such services. During the third quarter of 2001, we instituted a new ISV program
(SilverNet Partner Program). The SilverNet Partner Program is a multiple element arrangement consisting of software products,
consulting, training and support services and post-contract customer support. Such services must be taken over a fixed period and
VSOE is available for all elements. Accordingly, revenue earned under the SilverNet Partner Program is allocated to each element
based on the relative fair values of those elements based on VSOE. Revenue from software products is recognized when the product
is delivered, revenue from services is recognized as the services are provided to the customer, and revenue for post-contract customer
support is recognized ratably over the term of the agreement.
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We recognize revenue from the sale of technical support services ratably over the maintenance term and revenue from the sale of
consulting and education services as the services are performed.

Customer advance and billed amounts due from customers in excess of revenue recognized are recorded as deferred revenue and
recognized as the services are delivered.

Cur cost of software license revenue includes royalties paid to third parties for technology included in our products, cost of
manuals and product documentation, media used to deliver our products, shipping costs and fulfillment costs. Our cost of services
revenue includes salaries and related expenses for our consulting, education and technical support services organizations, costs of third
parties contracted to provide consulting services to customers and an allocation of our facilities, communications and depreciation
expenses.

Our operating expenses are classified into seven general categories: sales and marketing, research and developiment, general and
administrative, compensation charge for issuance of stock options, goodwill amortization, impairment of goodwill and special
charges. Sales and marketing expenses consist primarily of salaries and other related costs for sales and marketing personnel, sales
commissions, travel, public relations, marketing materials, advertising campaigns and tradeshows. Research and development
expenses consist primarily of personnel costs to support product development. General and administrative expenses consist primarily
of salaries and other related costs for general management, operations and finance employees, legal and accounting services and
facilities-related expenses. Compensation charge for the issuance of stock options represents the difference between the exercise price
of options granted and the estimated fair market value of the underlying common stock on the date of the grant or the fair value of the
award, depending on the facts and circumstances. Goodwill amortization relates to our acquisitions made to support our business
strategy. Impairment of goodwill represents the amount by which the carrying amount of our goodwill exceeded its fair value.
Special charges relate to the restructuring of our operations and the write-down of an impaired investment.

Since our inception, we have incurred substantial costs to develop our technology and products, to recruit and train personnel for
our engineering, sales and marketing and professional services departments, and to establish an administrative organization. As a
result, we have incurred net losses in each fiscal quarter since inception and had an accumulated deficit of $187.7 million as of
December 31, 2001. Cur limited operating history makes it difficuit for us to predict future operating results and, accordingly, there
can be no assurance that we will sustain revenue growth or achieve profitability.

Critical Aceounting Policies

We consider certain accounting policies related to revenue recognition, accounts receivable and reserves, impairment of goodwill
and special charges to be critical policies due to the estimation process involved in each.

Revenue Recognition. Most of our sales arrangements require significant revenue recognition judgments, particularly in the area
of collectibility. The assessment of collectibility is particularly critical in determining whether or not revenue should be recognized in
the current market environment. In addition, many of our sales arrangements contain multiple elements such as software products,
services and post-contract customer support. Revenue earned on such arrangements is typically allocated to each element based on the
relative fair values of those elements based on vendor specific objective evidence. For the year ended December 31, 2001, vendor
specific objective evidence is limited to the price charged when the element is sold separately or, for an element not being sold
separately, the price established by management having the relevant authority.

Accounts Receivable and Reserves. We are required to estimate the collectibility of our trade receivables. A considerable amount
of judgment is required in assessing the ultimate realization of these receivables including the current credit-worthiness of each
customer. Significant changes in required reserves have been recorded in recent periods and may occur in the future due to the current
market environment.

Impairment of Goodwill. In assessing the recoverability of our goodwill, we must make assumptions regarding estimated future
cash flows and other factors to determine the fair value of the goodwill. If these estimates or their related assumptions change in the
future, we may be required to record impairment charges for the goodwill not previously recorded. On January 1, 2002, we adopted
Statement of Financial Accounting Standards No. 142, “Goodwill and Other Intangible Assets,” and will be required to analyze
goodwill for impairment during the first six months of fiscal 2002, and then on a periodic basis thereafter. During the year ended
December 31, 2001, we recorded an impairment loss related to goodwill in the amount of $34.8 million.

Special Charges. During fiscal year 2001, we recorded reserves in connection with our restructuring programs. These reserves
include estimates pertaining to employee termination benefits and costs to exit leased office space. Although we do not anticipate
significant changes, actual costs may differ from these estimates.
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Results of Operations

The following table sets forth for the periods indicated the percentage of revenues represented by certain lines in our consolidated
statements of operations.

Year Ended
December 31,
2001 2000 1999
Revenue:
SORWATe HEENSE......oiviieveirniciecccrercneccr et ereeen 46.7% 50.7% 59.9%
" Services 533 49.3 40.1
TOAl TEVENUE ..c.v.iicvicriiinninccneitnecnstiseeesssasssessssssesasasascanssssnse 100.0 1000 100.0
Cost of revenue:
SOWATE JICENSE.......cvvivineicrtr et e asae 0.7 3.1 6.1
Services.......oovvvuicerrcenen, 63.2 43.5 44.5
Total cost of revenue.. 63.9 46.6 50.6
GIOSS PIOfIL .e.vovcvcterererctei et sb bbbt 36.1 534 494
Operating expenses:
Sales and MATKEHNG ......c.ov.vocerirrireeericrrenies e csaniese st rnanasarseereas 65.7 54.7 88.5
Research and development..... 28.6 18.1 30.7
General and administrative ......cc..cccovvierricemnecaveciens 23.6 13.9 18.6
Compensation charge for issuance of stock options. 45 2.9 1.9
Amortization of g20odWill.........cocoevevienieinreirneennee 26.7 14.0 1.7
Impairment of goodwill ..... 513 0.0 0.0
Special charges ..........ccooveviicniviinncnnins 15.7 0.0 0.0
In-process research and development charge 0.0 0.0 8.7
Total operating expenses..........ccoeveven. . _216.1 103.6 150.1
Loss from operations ............... . (180.0) (50.2) (100.7)
Other income, net.......... 104 15.0 54
NELIOSS c.vv vttt sttt sttt e e tes 169.6)% _(352% _{95.3)%

Year Ended December 31, 2001 Compared to 2000
Revenue

Total revenue decreased 16% to $67.9 million for the year ended December 31, 2001 from $80.6 million for the year ended
December 31, 2000. This decrease, which occurred in both software licenses and services revenue, was attributable to lower demand
for software licenses and services. The lower demand, we believe, was caused by customer budget reductions due to a weaker
economy and a slowdown in software implementation due to overaggressive purchasing in 1999 and 2000. In addition, during the
year ended December 31, 2001 more competitors entered the application server market at a time when the increased scope of the J2EE
application server standard made differentiation between application servers difficult. This had a further negative impact on our
revenue. Our SilverStream eXtend product line offers functionality that is beyond the current J2EE standard and allows us to
differentiate our product offerings from our application server competitors. For this reason, during the second half of the year ended
December 31, 2001, we transitioned our sales and marketing focus from our application server to the full SilverStream eXtend web
services product line.

Revenue from international sales increased to $29.5 million, or 44% of total revenue, for the year ended December 31, 2001 from
$26.5 million, or 33% of total revenue, for the year ended December 31, 2000. This increase in international sales resulted from the
expansion of our international customer base.

While we expect to continue o provide consulting, education and technical support services that complement our products, we
anticipate 2 diminished focus on our consulting business. As a result, in future periods, we expect services revenue as a percentage of
total revenue to decrease.

Cost of Revenue

Software License. Cost of software license revenue decreased 80% to $508,000 for the year ended December 31, 2001 from $2.5
million for the year ended December 31, 2000. This decrease is attributable to the decrease in software license sales coupled with
lower costs associated with our newer SilverStream eXtend product suite, which contains fewer sublicensed components than our
original Application Server product. We expect software license costs to increase, in connection with any increase in license revenue,
from additional customer licensing of SilverStream eXtend (both domestically and internationally) as well as the licensing of
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additional third-paity technology that we may choose to embed in our product offerings.

Services. Cost of services revenue increased 22% to $42.9 million for the year ended December 31, 2001 from $35.1 million for the
year ended December 31, 2000. This increase is due to additional consulting, education and technical support personnel coupled with
a rise in the utilization of consulting subcontractors. Service costs as a percentage of service revenue can be expected to vary
significantly from period to period depending on the mix of services we provide, whether such services are provided by us or third-
party contractors, and overall utilization rates. In the year ended December 31, 2001, service costs were higher than service revenue.
During this period, demand for consulting services changed so rapidly that it was difficult to balance consulting resources with
demand across geographic regions. As a result, there were regions where demand was so great that consulting subcontractors were
engaged to meet customer demand while other regions experienced unforeseen cancellations and delays due to concerns over
economic conditions. In these regions, consulting utilization decreased dramatically. In order to lower the cost of services, during the
second and third quarters of 2001 and the first quarter of 2002, we reduced the number of consultants. We will continue to monitor
productivity and headcount levels in the upcoming periods and may incur additional costs to further align our cost structure with our
current and forecasted revenue base.

Operating Expenses

Sales and Marketing. Sales and marketing expenses increased 1% to $44.6 million for the year ended December 31, 2001 from
$44.1 million for the year ended December 31, 2000. The increase is attributable to a rise in our worldwide sales employees during the
first half of fiscal 2001. In order to better align costs with revenue, during the second and third quarters of 2001 and the first quarter of
2002, we restructured our operations, including our sales and marketing organizations, which resulted in a reduction in the number of
sales and marketing personnel. In addition, we implemented cost controls and took measures to improve efficiency and performance.
As a result, we anticipate that sales and marketing expenses will be lower in the foreseeable future and we will continue to monitor
productivity and headcount levels in the upcoming periods.

Research and Development. Research and development expenses increased 33% to $19.4 million for the year ended December 31,
2001 from $14.6 million for the year ended December 31, 2000. The increase is primarily attributable to additional research and
development personnel to support our product development activities. At any point in time, we have many research and development
projects underway, primarily pertaining to the modification and enhancement of our current product offerings. We believe that none
of these projects is material on an individual basis. We expect to continue the development of innovative technologies and processes
for new products and we believe that a continued investment in research and development is critical to attaining our strategic
objectives. As a result, we expect research and development expenses to continue to increase in future periods.

General and Administrative. General and administrative expenses increased 43% to $16.0 million for the year ended December
31, 2001 from $11.2 million for the year ended December 31, 2000. This change is attributable to a higher number of administrative
employees as a result of completed acquisitions and a $1.0 million increase in bad debt expense. We have implemented cost controls
and measures to improve efficiency and performance and, as a result, we believe general and administrative expenses will be lower in
the foreseeable future.

Compensation Charge for Issuance of Stock Options. We incurred a charge of $3.1 million for the year ended December 31, 2001
and $2.3 million for the year ended December 31, 2000, related to the issuance of stock options with exercise prices below fair market
value on the date of grant. Additional outstanding options relating to existing stock options granted at less than fair market value will
continue to vest over the next two to four years resulting in an aggregate compensation expense of approximately $8.2 million in
periods subsequent to December 31, 2001. The additional compensation expense for each grant will be amortized to operations ratably
over the next four years.

Amortization of Goodwill. We incurred charges of $18.2 million and $11.3 million for the years ended December 31, 2001 and
2000, respectively, related to the amortization of goodwill. In July 2001, the FASB issued SFAS No. 142, “Goodwill and Other
Intangible Assets.” SFAS No. 142 eliminates the amortization of goodwill and indefinite lived intangible assets and requires pertodic
review for impairment. Since SFAS No. 142 became effective as of January 1, 2002 the amortization of goodwill will no longer be
applicable in future periods.

Impairment of Goodwill. As a result of our restructuring actions, the operating results of our services business through the third
quarter of 2001, and a change in the fourth quarter in the scale and scope of our services business, we undertook an evaluation of the
carrying value of our goodwill to determine if impairment existed. The assessment during that period was also performed in light of
significant negative industry and economic trends impacting our current operations and expected future growth rates. Such factors, we
concluded, would result in an other than temporary decline in services revenues as a percentage of total revenues. As a result, during
the fourth quarter of 2001, we recorded a $34.8 million charge for the impairment of goodwill, based on the amount by which the
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carrying amount of the goodwill exceeded the fair value. The writedown related to all of the goodwill associated with our consulting
and distributorship acquisitions: Power 2000 Inc., Excelnet Systems Limited, Bondi Software, Inc., E-Party Software, Inc., and
Beijing SilverSolutions, Inc. Fair value was determined based on discounted future cash flows after disaggregating the assets by
grouping them at the lowest level for which there were identifiable cash flows that were largely independent of the cash flows of other
groups of assets. The assumptions supporting the estimated future cash flows, including the discount rate and estimated terminal
values, reflect our best estimates based upon an independent third-party valuation of our intangible assets. The discount rate was
based upon our weighted average cost of capital as adjusted for the risks associated with our operations.

Special Charges. During the second and third quarters of 2001, we implemented overall cost reduction plans due to weakened
business conditions. These plans included worldwide staff reductions and the consolidation and/or closing of certain non-profitable
offices. During the second quarter of 2001, we recorded a special charge of $9.3 million. Of this charge, approximately $7.2 million
related to the restructuring of our operations; specifically, $1.5 million related to a workforce reduction of approximately 130
employees, $4.5 million related to office closures (of which $687,000 represents costs in connection with exiting leased office space in
the United States and Europe, such as costs to refit such space for sublease tenants and real estate broker fees for the identification of
sublease tenants), and $1.2 million related to the write-down of assets which became impaired as a result of the restructuring. Further,
we wrote-down a $2.1 million equity investment which we considered to be permanently impaired. During the third quarter of 2001,
we recorded a special charge of $2.5 million related to the restructuring of our operations; specifically, $2.1 million related to a
workforce reduction of approximately 125 employees and $400,000 related to office closures. During the fourth quarter of 2001, we
determined that the cost to consolidate and/or close certain non-profitable offices would be lower than our original estimates. This
change in estimate resulted in a reduction to our second quarter restructuring liability of $1.1 million. Subsequent to December 31,
2001, we implemented an additional cost reduction plan which will result in a special charge during the first quarter of fiscal 2002 of
approximately $1.3 to $2.1 miilion. The Company expects to realize annual cost savings of approximately $37.0 million to $40.0
million as a result of these restructurings.

Qther Income, Net

Other income, net decreased 41% to $7.1 million for the year ended December 31, 2001 from $12.1 million for the year ended
December 31, 2000. The decrease is attributable to an decrease in interest income due to lower interest rates coupled with lower
average cash and cash equivalent balances during the comparable years ended December 31, 2001 versus December 31, 2000.

Year Ended December 31, 2000 Compared to 1999
Revenue

Total revenue increased 249% to $80.6 million for the year ended December 31, 2000 from $23.1 million for the previous year
ended December 31, 1999, The increase was attributable to an increase in our customer base, as well as the release of our ePortal and
xCommerce products. Revenue from international sales increased to $26.5 million, or 33% of total revenue, for the year ended
December 31, 2000 from $8.1 million, or 35% of total revenue, for the year ended December 31, 1999. The increase in international
sales was primarily attributable to the same factors noted above.

Software License. Software license revenue increased 196% to $40.9 million for the year ended December 31, 2000 from $13.8
million for the year ended December 31, 1999. The increase was attributable to increased unit sales of our products following the
2000 release of our ePortal and xCommerce products (which products evolved into eXtend Director and eXtend Composer,
respectively), as well as higher prices realized for our products in 2000 as compared to 1999.

Services. Services revenue increased 330% to $39.7 million for the year ended December 31, 2000 from $9.2 million for the year
ended December 31, 1999. The increase was attributable to the continued expansion of our professional consulting organization (both
internally and through our acquisition of Excelnet Systems, Power 2000 and Bondi Software), the offering of a wider range of
consulting services to customers, the introduction of our ePortal and xCommerce products, and an increase in the number of customers
and support contracts.

Cost of Revenue

Software License. Cost of software license revenue increased 77% to $2.5 million for the year ended December 31, 2000 from $1.4
million for the year ended December 31, 1999. This increase was attributable to increased product, shipping and third-party royalty
costs from a larger volume of sales and to costs associated with our independent software vendors. Cost of software license revenue
decreased as a percentage of sofiware license revenue to 6% from 10% for the year ended December 31, 2000 as compared to the
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previous year ended December 31, 1999. This decrease occuired because product license revenue growth outpaced increases in
product license costs and because of a higher average sales price in 2000 versus 1999. In addition, our ePortal and xCommerce
products, released in 2000, had lower costs associated with them, due to the fact that they contained fewer sublicensed components
than our traditional Application Server product.

Services. Cost of services revenue increased 242% to $35.1 million for the year ended December 31, 2000 from $10.3 million for
the year ended December 31, 1999. The increase was due to additional education and technical support personnel and the rapid
expansion of our consulting services business, including an increase in the number of consultants, due in part to the acquisitions of
Excelnet Systems, Power 2000 and Bondi Software.

Operating Expenses

Sales and Marketing. Sales and marketing expenses increased 116% to $44.1 million for the year ended December 31, 2000 from
$20.4 million for the year ended December 31, 1999. The increase was attributable to additional sales employees in North America, as
well as the expansion of our international sales operations.

Research and Development. Research and development expenses increased 106% to $14.6 million for the year ended December
31, 2000 from $7.1 million for the year ended December 31, 1999. The increase was primarily attributable to additional research and
development personnel to support our product development activities, including the ePortal and xCommerce products. The ePortal
and xCommerce products evolved into eXtend Director and eXtend Composer, respectively.

General and Administrative. General and administrative expenses increased 161% to $11.2 million for the year ended December
31, 2000 from $4.3 million for the year ended December 31, 1999, The increase was atiributable to a growing number of
administrative employees.

Compensation Charge for Issuance of Stock Options. We incurred a charge of $2.3 million for the year ended December 31, 2000
and $439,000 for the year ended December 31, 1999, related to the issuance of stock options with exercise prices below fair market
value on the date of grant.

Amortization of Goodwill. We recognized $11.3 million of amortization related to goodwill for the year ended December 31, 2000
as a result of our acquisition of three of our European distributors in The Czech Republic, Norway and France, along with six private
companies; ObjectEra, GemLogic, Power 2000, eObject, Excelnet Systems and Bondi Software. We recognized $385,000 in
goodwill amortization for the year ended December 31, 1999,

In-process research and development charge. We incurred a charge of $2.0 million for the year ended December 31, 1999 related
to an in-process research and development charge as a result of our acquisition of GemLogic. There were no such charges for the year
ended December 31, 2000.

Other Income, Net

Cther income, net increased 884% to $12.1 million for the year ended December 31, 2000 from $1.2 million for the year ended
December 31, 1999. The increase was attributable to an increase in interest income due to higher cash balances during the years ended
December 31, 2000 versus December 31, 1999.

Net Operating Losses and Tax Credit Carryforwards

As of December 31, 2001, we had net operating losses and research and development credit carryforwards of approximately
$112.9 million and $2.2 million, respectively. The net operating loss and research and development credit carryforwards will expire at
various dates, beginning in 2012, if not utilized. Under the provisions of the Internal Revenue Code of 1986, as amended (the “Code”),
substantial changes in our ownership may limit the amount of net operating loss carry-forwards that can be utilized annually in the
future to offset taxable income. A valuation allowance has been established to fully reserve the potential benefits of these
carryforwards in our financial statements and reflect the uncertainty of future taxable income required to utilize available tax loss
carryforwards and other deferred tax assets.
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Liguidity and Capital Resources

Since inception, we have funded our operations primarily through cash flow from operations {to the extent available), the private
sale of our equity securities, our initial public offering and our secondary public offering. Our aggregate proceeds from these private
sales and public offerings totaled approximately $286.9 million. As of December 31, 2001, we had $133.7 million in cash, cash
equivalents and marketable securities, and $124.8 million in working capital.

In addition, we have entered into various lease and financing arrangements which provide for the acquisition of furniture and
equipment. At December 31, 2001, we had a total of approximately $208,000 outstanding under these arrangements. Such borrowings
are secured by substantially all of our tangible assets.

Net cash used in operating activities was $42.4 million in 2001, $27.1 million in 2000 and $17.2 million in 1999. The increase in
net cash used in operating activities reflects increasing net losses off-set by non-cash charges and changes in operating working
capital.

Net cash provided by investing activities was $44.7 million in 2001 as compared to net cash used in investing activities of $126.0
million in 2000 and $2.0 million in 1999. Investing activities reflect purchases of furniture and equipment in each period, as well as
the sale and purchase of short-term investments. Investing activities also reflect the acquisition of businesses.

Net cash outflows from financing activities was $377,000 in 2001 as compared to net cash inflows of $192.8 million in 2000 and
$64.9 miliion in 1999. Cash used in financing activities in the year ended December 31, 2001 includes payments on long-term debt
offset by proceeds from the issuance of common stock. Cash provided by financing activities in the years ended December 31, 2000
includes proceeds from the issuance of common stock, including our initial public offering and secondary public offering, offset by
the payments on long-term debt.

Capital expenditures were $4.2 million in 2001, $10.1 million in 2000 and $2.2 million in 1999. Our capital expenditures consisted
of purchases of computer hardware and software, office furniture and equipment and leasehold improvements. Purchases of computer
equipment and leasehold improvements represent the largest component of our capital expenditures. Since inception, we have
generally funded capital expenditures either with the use of cash and investments or equipment bank loans.

We anticipate that operating expenses will constitute a material use of our cash resources in the foreseeable future. In addition, we
may use cash to fund acquisitions of, or investments in, complementary businesses, technologies or product lines. We believe that the
net proceeds from the sale of the common stock generated by our initial and secondary public offerings, together with funds generated
from operations, will be sufficient to meet our working capital requirements for at least the next 12 months. Thereafter, we may find it
necessary to obtain additional equity or debt financing. In the event additional financing is required, we may not be able to raise it on
acceptable terms or at all. In addition, our liquidity would be adversely affected by any significant revenue shortfall.

We do not believe that inflation has had a material impact on our operations.
Conversion to the Euro

Twelve of the fifteen common member countries of the European Union have agreed to adopt the Euro as their legal currency. We
have arranged for the necessary modifications of our internal information technology and other systems to accommodate Euro-
denominated transactions. In addition, our products support the Euro currency symbol. We are also assessing the business
implications of the conversion to the Euro, including long-term competitive implications and the effect of market risk with respect to
financial instruments, Based on the foregoing, we do not believe the Euro will have a significant effect on our business, financial
position, cash flows or results of operations. We will continue to assess the impact of Euro conversion issues as the applicable
accounting, tax, legal and regulatory guidance evolves.

Recent Accounting Pronouncements

In the first quarter of 2001, the Company adopted SFAS No. 133, “Accounting for Derivatives and Hedging Activities” as
amended by SFAS No. 137 and SFAS No. 138, which establishes accounting and reporting standards for derivative instruments,
including derivative instruments imbedded in other contracts (collectively referred to as derivatives), and for hedging activities. The
adoption of SFAS No. 133 did not have a material impact on the Company’s financial position or results of operations.

In July 2001, the FASB issued SFAS No. 141, “Business Combinations” and SFAS No. 142, “Goodwill and Other Intangible
Assets.” SFAS No. 141 eliminates the pooling-of-interests method of accounting for business combinations, except for qualifying
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business combinations, and further clarifies the criteria to recognize intangible assets separately from goodwill. SFAS No. 142
eliminates the amortization of goodwill and indefinite lived intangible assets and requires periodic review for impairment. The
adoption of SFAS No. 141 in July of 2001 did not have a material impact on the Company’s financial position of results of operations.
The Company is currently in the process of evaluating the impact SFAS No. 142 will have on its financial position and results of

operations.

In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets.” SFAS No.
144 supersedes SFAS No. 121, “Accounting for the Impairment of Long-lived Assets and for Long-lived Assets to be Disposed of”’
and provides a single accounting mode! for long-lived assets to be disposed of. The Company is currently in the process of evaluating
the impact SFAS No. 144 will have on its financial position and results of operations.

Item 7A. Quantitative and Qualitative Disclosures About Market Risks

We do not currently use derivative financial instruments. We generally place our marketable security investments in high credit
quality instruments, primarily U.S. Government and Federal Agency obligations, tax-exempt municipal obligations and corporate
obligations with contractual maturities of ten years or less. We do not expect any material loss from our marketable security
investments and therefore believe that our potential interest rate exposure is not material.

Internationally, we invoice and receive payment from customers primarily in local currency. We are exposed to foreign exchange
rate fluctuations in the rare case when customers are invoiced in local currency and payment is received in a currency other than local
currency. We do not currently enter into foreign currency hedge transactions. Through December 31, 2001, foreign currency
fluctuations have not had a material impact on our financial position or results of operations.

Investments in both fixed rate and floating rate interest earning instruments carry a degree of interest rate risk. Fixed rate
securities may have their fair market value adversely impacted due to a rise in interest rates, while floating rate securities may produce
less income than expected if interest rates fall. Due in part to these factors, our future investment income may fall short of
expectations due to changes in interest rates or we may suffer losses in principal if forced to sell securities that have experienced a
decline in market value due to changes in interest rates. A hypothetical 10% increase or decrease in interest rates, however, would not
have a material adverse effect on our financial condition.

Interest income on our investments is carried in “Other income, net.” We account for cash equivalents and marketable securities in
accordance with Statement of Financial Accounting Standards (SFAS) No. 115, “Accounting for Certain Investments in Debt and
Equity Securities.” Cash equivalents are short-term, highly liquid investments with original maturity dates of three months or less.
Cash equivalents are carried at cost, which approximates fair market value. Cur marketable securities are classified as available-for-
sale and are recorded at fair value with any unrealized gain or loss recorded as an element of stockholder’s equity (deficit).

26




Item 8. Financial Statements and Supplementary Data
SILVERSTREAM SOFTWARE, INC,
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Consolidated Statements Of CaSh FIOWS .......ovviviiiei ettt ees s e s sbas e eessae e sesenressans
Notes to Consolidated FINancial StateIMEnS .. .c..viiveiveiieiiriiiiirreeitee s eeieeesreeesereeseaeiesareseaneeseseensees
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REPORT OF INDEPENDENT AUDITORS

The Board of Directors and Stockholders
SilverStream Software, Inc.

We have audited the accompanying consolidated balance sheets of SilverStream Software, Inc. as of December 31, 2001 and 2000,
and the related consolidated statements of operations, redeemable convertible preferred stock and stockholders’ equity (deficit), and
cash flows for each of the three years in the period ended December 31, 2001. Cur audits also included the financial statement
schedule listed in the Index at Item 14(a). These financial statements are the responsibility of the Company’s management. Cur
responsibility is to express an opinion on these financial statements and schedule based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated financial position
of SilverStream Software, Inc. at December 31, 2001 and 2000, and the consolidated results of its operations and its cash flows for
each of the three years in the period ended December 31, 2001, in conformity with accounting principles generally accepted in the
United States. Also, in our opinion, the related financial statement schedule, when considered in relation to the basic financial
statements taken as a whole, presents fairly, in all material respects, the information set forth therein.

/s/f ERNST & YOUNG LLP

Boston, Massachusetts
February 12, 2002
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SILVERSTREAM SOFTWARE, INC.

CONSOLIDATED BALANCE SHEETS

December 31

2001

2000

Assets

Current assets:

Cash and cash equivalents $ 87,931,955 § 86,480,910
Marketable SECULILIES .........ccovirvieeriiereecisecreee e rertresseseereasiestesessessssesnssesnerersesessosessensssnenes 45,789,557 104,848,077
Accounts receivable; net of allowances of $2,038,177 and $1,055,472 at December 31,

2001 and 2000, reSPECIVELY. .....c..ccvviricciietiree it eteee st s ettt enane s nenes 9,513,441 25,652,513
Other receivables.......c.coeveeennnn. 453,650 1,614,832
Prepaid expenses........... 2,296,662 2,945,184

Total CUTTENt ASSELS ....ocvvreiicreiicerce et v 145985265 221,541,516

Fumiture, equipment and leasehold improvements, Net.......ccovcrrrerecrcnrreeinrcersieseeinns 10,524,565 11,234,943
OUHEL ASSELS....vvveieviieicrreiteer s eetreeseeessenstsaaessenssnresesneas - 2,080,500
Intangible assets, net 42.754.990 78.881.365
TOLAl ASSELS. ..env vttt bbb e aes ettt $199,264,820 $313,738,324
Current liabilities:
ACCOUNES PAYADIC.....ccoviriiiiiirieitcrere ettt et st e b st e snas $ 4106373 $ 3,864,815
Accrued expenses .. . 11,110,440 16,168,727
Deferred TEVENUE .....ccovvvcviereieceeiee et e s s st ve s ssseavasens 5,737,387 11,337,795
Current portion of long-term debt and obligations under capital leases . 208,334 1.867.735
Total CUITENT HADIILIES .. c.veiviereeiieire et seeetseteese st s sese et eseeteeseeetenesensenennseseanesreenneenes 21,162,534 33,239,072
Long-term debt and obligations under capital leases, less current porHon ......c...cccveecrvieeenne - 358,325
Common stock, $.001 par value - authorized 100,000,000 shares; issued and
outstanding 22,351,524 at December 31, 2001 and 21,053,626 at December 31, 2000... 22,352 21,054
Additional paid-in Capital ..........ccciiiriciiii et es 374,543,087 364,067,512
Deferred compensation........ (8,199,964) (11,292,604)
AccUMUALEd AEIICIE......coveteiieiiceceniee s b s bbbt ae s e e (187,710,487)  (72,526,756)
Accumulated other COMPIENEnSIVE 1085 ......cvvuveceerirrreiresieeeierreietet s s st re s s reanns (521,202) (96,779)
Notes receivable from stockholders (31.500) (31.500)
Total StocKROIAETS” EQUILY......ccvvververeeieiircrieercr et ce e e sessae s e s s b s eesanas 178.102.286 280,140,927
Total liabilities and StoCkhOldErs’ @QUILY......c.c.cccovvieeeecnrrirsrerinresererirmreensesssesseansennanes $199,264,820 $313,738,324

See accompanying notes.
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SILVERSTREAM SOFTWARE, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

Year ended
December 31,
2001 2000 1999
Revenue:
Software lHCENSE ..o $ 31,743,619 $ 40,859,059 $ 13,825,676
Services ......cooveerne 36.190.935 39.724.938 9,238,731
Total revenue... e 67,934,554 80,583,997 23,064,407
Cost of revenue:
508,219 2,500,859 1,412,175
42,899,877 35,056,758 10,252,589
43,408.096 37.557.617 11.664.764
GIOSS PIOFIE....iireccreiiccieiecr e e b e et nae 24,526,458 43,026,380 11,399,643
Operating expenses:
Sales and marketing...........c.coceverirrereierensenneenscnressesnseseassesrssens 44,615,602 44,071,348 20,419,430
Research and development .... 19,430,635 14,576,892 7,090,691
General and administrative...............ccoeeerrreerencns 16,002,735 11,231,198 4,300,713
Compensation charge for issuance of stock options... 3,092,640 2,329,018 438,594
Amortization of goodwill .......ccc.ccoreceiicrcnmmcrinnnnes 18,158,754 11,309,025 384,729
Impairment of goodwill..... 34,843,509 - -
Special charges 10,657,681 - -
In-process research and development charge - - 1,986.659
Total OPErating EXPENSES ......c.covvivermuererreecermiecnersrereesseseenasnes 146.801.556 83517481 34.620.816
L05S from OPErations.........c.coerrerirrurnriesnnnereneroninensecssrisesesssnsescensnene (122,275,098) (40,491,101) (23,221,173)
Other INCOME, NEL ...c.ovveeverieecierercreiereirerernemeerreee e e nrnsesersenane 7.091,367 12125364 1.231.880
INELIOSS...voeciieeincrietenicnr et b e st ceesersn s essbesens $(115,183,731)  $(28,365,737)  $(21,989,293)
Beneficial conversion feature in Series D preferred stock................. - - (263.158)
Net loss applicable to common stockholders..........coovevrecireeniriens $(115,183,731)  $(28,365,737) $(22,252.451)
Basic and diluted net loss per share applicable to common
SLOCKNOIAETS ..ottt et e cenasees $ (527 s (1.44) S (2.64)
Weighted-average common shares used in computing basic and
diluted net foss per share applicable to common stockholders........... 21,859,723 19,697,498 8,419,116

See accompanying notes.
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SILVERSTREAM SOFTWARE, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

Operating activities
TNEL L0SS oneirinrerecire ettt et s e b bbb
Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amOTtiZAtION ........ccceceviriiecnincine e
Provision for allowances on accounts receivable ..........coveecieiccnnniniinein e,
In-process research and development charge ...,
Compensation charge for issuance of stock OpHONS ........cccovveviinneiincciinccninn,
Impairment of 0OAWIlL........ccoiivcieiiiniici e
Non-cash Special ChAIZES .......c.ooeveeririecrireeecnre e eren s
Changes in operating assets and liabilities:
ACCOUNLS TECEIVADIE 1.ttt et et enecnsesr s sos s s saesnaene
OhEr TECEIVADIES......cocvoveieierr ittt sae s
Prepaid EXPEIISES ...vuerieererrrsiccarareecrieseeteanneeessarsessessssets s e srancecssb e searsossnassssens
OHBET @SSEES ...evvivitriictnii ettt bbbt e bt a e
Accounts payable and accrued EXPenSEs ... ..cvcriirrnriiniiciree s
Deferred FEVENUE........cccciiiiccnt sttt
Net cash used in operating aCtVItIEs ........ccoveviciriiinnei e

Investing activities

Purchase of businesses, net of cash acqQuUIred..............cc.cocuveeveinirrecrniennen e
Purchase of property, plant and equipment ....... .
Sale (purchase) of available-for-sale securities "
Net cash provided by (used in) investing aCtiVities ..........ccovveriiiiinninniiinen,

Financing activities

Net proceeds from issuance of preferred StocK.........covveiviiiiiircisse e,
Net proceeds from issuance of common stock ..
Repurchase and retirement of common stock....
Payment of note receivable from stockholders.........ococovieevrcniinnccnniicinnie e
Proceeds from Hne of credit .......occoviiiriiinicc e
Payments on long-term debt............oeivmrieeneennne. .
Net cash (used in) provided by financing activities ...........cocoveerrecnrcnnicinceninccnnnines

Effects of exchange rate on cash and cash equivalents........c.ooccoeenicnnniin
Net increase in cash and cash eqUIVALENLS .......cceevriveceirrieccmniecnnrin e

Cash and cash equivalents at beginning of Year ...
Cash and cash equivalents at end of year ...

Supplemental Information

Cash paid during the period for:
INCOME LAXES ..ottt et sa bbb
IIEETESE ...ttt sttt b e e
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Year Ended
December 31,
2001 2000 1999

$(115,183,731) $ (28,365,737) $ (21,989,293)

22,715,424 13,874,422 1,673,163
982,705 202,227 287,252

- - 1,986,659

3,092,640 2,329,018 438,594
34,853,509 - -
3,326,013 - -
14,883,947 (17,296,990) (3,328,350)
1,172,874 447,399 (1,832,327)
213,294 (1,675,542) (722,227)

- (2,080,500) -

(2,685,025) (800,042) 3,556,812
(5.784.731) 6,162,530 __ 2.731.856
(42,413,081) (27,113,215) (17,197,901)
(10,200,576) (11,303,844) (2,834,288)
(4,192,357) (10,126,453) (2,208,906)

59.058.520 (104.601,388) 3,083,913
44,665,587 (126,031,685) (1,959,281)

- - 14,727,997

1,640,688 193,812,236 50,006,058
- - (an

- 72,000 -

- - 750,000
(2,017,726) (1,100,773) (551,309

(377,038) 192,783,463 64,932,735
(424.423) 43,541 _(175.331)

1,451,045 39,682,104 45,600,222

86.480.910 46.798.806 1.198.584

§ _87.931.955 £ 864800910 3 _46,798.306

1 $ 21110

g 49,556 3 66867 § 78,891

See accompanying notes.




SILVERSTREAM SOFTWARE, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. Nature of Business

SilverStream Software, Inc. (the Company) was incorporated on May 8, 1996. The Company provides software and services for
building, deploying and managing Web-based applications that are scalable, reliable and secure. The Company markets its software
worldwide and has sales offices in the United States, Canada, United Kingdom, The Netherlands, Belgium, Germany, Norway, The
Czech Republic, France, Luxembourg, Switzerland, Italy, China, Hong Xong, Singapore, Taiwan and Australia.

2. Summary of Significant Accounting Policies
Principles of Consolidation

The consolidated financial statements include the accounts of the Company and its U.S. and international subsidiaries, all of which
are wholly owned, located in North America, Europe, Asia and Australia. All intercompany accounts and transactions have been
eliminated in consolidation.

The accompanying consolidated financial statements reflect the application of certain significant accounting policies as described
in this note and elsewhere in the accompanying consolidated financial statements and notes.

Reclassifications

Certain amounts from 1999 and 2000 have been reclassified to conform to the 2001 presentation. Such reclassifications did not
have a material impact on the consolidated financial statements.

Use of Estimates

The preparation of the consolidated financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the amounts reported in the consolidated financial statements and
accompanying notes. Actual results could differ from those estimates.

Cash Equivalents and Marketable Securities

The Company accounts for cash equivalents and marketable securities in accordance with Statement of Financial Accounting
Standards (SFAS) No. 115, “Accounting for Certain Investments in Debt and Equity Securities.” Cash equivalents are short-term,
highly liquid investments with original maturity dates of three months or less. Cash equivalents are carried at cost, which
approximates fair market value. The Company’s marketable securities, which, as of December 31, 2001, consisted of U.S.
Government and Federal Agency obligations, tax-exempt municipal obligations, and investment-grade corporate bonds, are classified
as available-for-sale and are recorded at fair market value with any unrealized gain or loss recorded in comprehensive loss.

As of December 31, 2001, the Company had a $2,150,000 restriction on its cash balance, as a result of six secured letters of credit.
These letters of credit were issued by the Company’s primary bank to certain landlords as part of lease negotiations.

Concentration. of Credit Risk

Financial instruments that potentially subject the Company to significant concentrations of credit risk consist of cash and cash
equivalents, marketable securities, accounts receivable and other receivables. Concentration of credit risk with respect to cash
equivalents and marketable securities is limited as these assets are primarily U.S. Government and Federal Agency obligations, tax-
exempt municipal obligations and investment-grade corporate bonds with high-credit, quality financial institutions.

There is no significant concentration of credit risk with respect to accounts receivable due to the large number of companies

comprising the Company’s customer base. On-going credit evaluations of customers’ financial condition are performed and collateral
is generally not required. The Company maintains reserves for potential credit losses and such losses, in the aggregate, have not
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Concentration of Credit Risk (continued)
exceeded management’s expectations.
Furniture and Equipment

Fumiture and equipment is stated at cost. Depreciation is computed by use of the straight-line method over the following estimated
useful lives:

Leasehold improvements..........cocceeevvcrnrnieneas Lesser of remaining lease-
term or useful life

Furniture and fIXTUTES .....eovvverreeirrerincnserenernneeens 5 years

Computer equipment and software.................... 3 years

Telephone equIpMEnt .........ccccvrrevrerreerrarenen. 3 years

Advertising Costs

The Company expenses advertising costs as incurred. Advertising costs were $2,166,000, $2,521,000 and $805,000 for the years
ended December 31, 2001, 2000 and 1999, respectively.

Capitalized Software

Capitalization of software development costs under SFAS No. 86 begins upon the establishment of technological feasibility.
Technological feasibility is established upon the completion of a working model. The establishment of technological feasibility and
the ongoing assessment of recoverability of capitalized sofiware development costs require considerable judgment by management
with respect to certain external factors, including, ‘but not limited to, technological feasibility, anticipated future gross revenues,
estimated economic life, and changes in software and hardware technologies. Costs incuired by the Company between completion of a
working model and the point at which the product is ready for general release have been insignificant. Therefore, through December
31, 2001, all software research and development costs have been expensed as incurred.

Revenue Recognition

Revenue recognition from software license fees and from sales of software products is recognized when persuasive evidence of an
arrangement exists, delivery of the product has occurred, no significant Company obligations with regard to implementation remain,
the fee is fixed or determinable and collectibility is probable. The Company’s software arrangements may contain multiple elements
such as software products, services and post-contract customer support (PCS). Revenue eamed on software arrangements involving
multiple elements which qualify for separate element treatment is allocated to each element based on the relative fair values of those
elements based on vendor specific objective evidence. For the year ended December 31, 2001, vendor specific objective evidence is
limited to the price charged when the element is sold separately or, for an element not being sold separately, the price established by
management having the relevant authority. Accordingly, revenue from software products is recognized when the product is shipped.
Revenue from services is recognized as the services are provided to the customer. Revenue for PCS is recognized ratably over the
term of the agreement.

Customer advances and billed amounts due from customers in excess of revenue recognized are recorded as deferred revenue and
recognized as the services are delivered.

Revenue derived from arrangements with resellers of the Company’s products is not recognized until the software is shipped to the
customer.

Sales to independent software vendors (ISVs) under the Company’s former ISV program were deferred and recognized as product
revenue ratably over the anticipated period of performance for services under the agreement, which was generally 12 months. During
the third quarter of 2001, the Company instituted a new ISV program (SilverNet Partner Program). The SilverNet Partner Program is
a multiple element arrangement which qualifies for separate element treatment and accordingly, revenue earned under the SilverNet
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Revenue Recognition (continued)

Partner Program is allocated to each element based on the relative fair values of those elements based on vendor specific objective
evidence. Revenue from software products is recognized when the product is delivered, revenue from services is recognized as the
services are provided to the customer, and revenue for post-contract customer support is recognized ratably over the term of the
agreement.

Customer returns are estimated and accrued for as a percentage of net product revenues based upon historical trends.

The Company adopted SOP 97-2, “Software Revenue Recognition” as of January 1, 1998, and SOP 98-9, “Modification of SOP
97-2, Software Revenue Recognition, with Respect to Certain Transactions,” as of January 1, 2000. SOP 97-2 and SOP 98-9 provide
guidance for recognizing revenue on software transactions and supersede SOP 91-1.

The Company adopted Staff Accounting Bulletin (SAB) No. 101 “Revenue Recognition in Financial Statements”, as of Cctober 1,
2000. SAB 101 provides guidance on the recognition, presentation and disclosure of revenue in financial statements.

The adoption of SCP 97-2, SOP 98-9 and SAB 101 did not have a material impact on the Company’s financial results.
Licensing Agreements

The Company has entered into various licensing agreements with third-party software and technology companies, primarily for
encryption technology, full-text searching technology and the use of J2EE elements. Royalty payments under such licensing
agreements are based on either a percentage of product revenue or per unit sales. Royalty expenses, which are charged to cost of
revenue under these license agreements, totaled $225,000, $1,059,000 and $310,000 for the years ended December 31, 2001, 2000 and
1999, respectively. Prepaid royalties related to these licensing agreements were $469,000 and $838,000 at December 31, 2001 and
2000, respectively.

Earnings per Share

The Company computes earnings per share in accordance with SFAS No. 128, “Earnings per Share”. SFAS 128 requires
calculation and presentation of basic and diluted earnings per share. Basic eamings per share is calculated based on the weighted
average number of common shares outstanding and excludes any dilutive effects of warrants, stock options, common stock subject to
repurchase or other type securities. Diluted earnings per share is calculated based on the weighted average number of common shares
outstanding and the dilutive effect of warrants, stock options, and related securities. Dilutive securities are excluded from the diluted
earnings per share calculation if their effect is anti-dilutive,

Income Taxes

The Company provides for income taxes under SFAS No. 109, “Accounting for Income Taxes.” Under SFAS 109, the liability
method is used in accounting for income taxes. Under this method, deferred tax assets and liabilities are determined based on
differences between the financial reporting and tax basis of assets and-liabilities and are measured using the enacted tax rates and laws
that will be in effect when the differences are expected to reverse.

Financial Instruments

The fair value of the Company’s financial instruments, which include cash and cash equivalents, marketable securities, accounts
receivable, other receivables, accounts payable and long term debt, are based on assumptions concerning the amount and timing of
estimated future cash flows and assumed discount rates reflecting varying degrees of perceived risk. The carrying value of these
financial instruments approximated their fair value at December 31, 2001 and 2000 due to the short term nature of these instruments
and the variable interest rate on the long term debt.

Foreign Currency Translafions
Financial statements of foreign subsidiaries are translated into U.S. dollars at the exchange rate as of the balance sheet dates, with
the exception of revenues, costs and expenses. All revenues, costs and expenses are translated at a weighted-average of exchange rates

in effect during the year. Net exchange gains or losses resulting from the translation of the foreign financial statements are recorded as
a separate component of comprehensive income. Transaction adjustments for all foreign subsidiaries are included in income.

35




Accounting for the Impairment of Long-Lived Assets

The carrying value of long-lived assets used in operations, such as goodwill and furniture, fixtures and leasehold improvements, is
periodically reviewed by the Company based on the expected future undiscounted operating cash flows of the related asset. If an
impairment is indicated, the Company will adjust the carrying value of the long-lived assets to fair value. During fiscal 2001, the
Company recorded an impairment loss related to goodwill in the amount of $34.8 million.

Stock Compensation Arrangements

The Company adopted the disclosure-only provisions of SFAS No. 123, “Accounting for Stock-Based Compensation.” As
permitted by SFAS No. 123, the Company has continued to account for employee stock options in accordance with Accounting
Principles Board Opinion (APB) No. 25, “Accounting for Stock Issued to Employees,” and related interpretations, and has included
the pro forma disclosures required by SFAS No. 123 for all periods presented.

Comprehensive Income

As of January 1, 1998, the Company adopted SFAS No. 130, “Reporting Comprehensive Income,” which establishes new rules for
the reporting and display of comprehensive income and its components. SFAS 130 requires unrealized gains and losses on the
Company’s available-for-sale securities and the foreign currency translation adjustments, which prior to adoption were reported
separately in shareholders’ equity, to be included in other comprehensive income,

Segment Reporting

The Company reports segments in accordance with SFAS No. 131, “Disclosures about Segments of an Enterprise and Related
Information.” SFAS 131 establishes standards for the way that public business enterprises report information about operating
segments in interim financial reports. The Company views its operations and manages its business as one segment: the development
and delivery of Web-based applications, which includes software and related products and services. Factors used to identify the
Company'’s single operating segmeni include the organizational structure of the Company and the financial information available for
evaluation by the chief operating decision maker in making decisions about how to allocate resources and assess performance.
Disclosure of geographical segment information is included in Note 12,

Recently Issued Accounting Pronouncements

In the first quarter of 2001, the Company adopted SFAS No. 133, “Accounting for Derivatives and Hedging Activities” as
amended by SFAS No. 137 and SFAS No. 138, which establishes accounting and reporting standards for derivative instruments,
including derivative instruments imbedded in other contracts (collectively referred to as derivatives), and for hedging activities. The
adoption of SFAS No. 133 did not have a material impact on the Company’s financial position or results of operations.

In July 2001, the FASB issued SFAS No. 141, “Business Combinations” and SFAS No. 142, “Goodwill and Other Intangible
Assets.” SFAS No. 141 eliminates the pooling-of-interests method of accounting for business combinations, except for qualifying
business combinations, and further clarifies the criteria to recognize intangible assets separately from goodwill. SFAS No. 142
eliminates the amortization of goodwill and indefinite lived intangible assets and requires periodic review for impairment. The
adoption of SFAS No. 141 in July of 2001 did not have a material impact on the Company’s financial position or results of operations.
The Company is currently in the process of evaluating the impact SFAS No. 142 will have on its financial position and results of
operations.

In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets.” SFAS No.
144 supersedes SFAS No. 121, “Accounting for the Impairment of Long-lived Assets and for Long-lived Assets to be Disposed of”
and provides a single accounting model for long-lived assets to be disposed of. The Company is currently in the process of evaluating
the impact SFAS No. 144 will have on its financial position and results of operations.
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3. Special Charges

During the second and third quarters of 2001, the Company recorded aggregate special charges of $11.8 million. Cf these charges,
approximately $9.7 million related to the restructuring of the Company’s operations; specifically, $3.6 million related to a workforce
reduction of approximately 255 employees (primarily consulting employees), $4.9 million related to office closures (of which
$687,000 represented costs in connection with exiting leased office space in the United States and Europe, such as costs to refit such
space for sublease tenants and real estate broker fees for the identification of sublease tenants) net of estimated sublease income and
$1.2 million related to the write-down of assets which became impaired as a result of the restructurings. In addition, the Company
wrote-off a $2.1 million equity investment which the Company considered to be permanently impaired.

During the fourth quarter of 2001, the Company determined that the costs to close certain non-profitable offices would be lower
than original estimates, resulting in a change in estimate of $1.1 million.

A summary of the special charges is as follows:

Office Closures
and Costs to Exit
Termination Leased Office Asset
Benefits Space Write-Downs Total
2001 Charges $ 3,577 $ 4,867 3 3,326 $ 11,770
Cash Expenditures (3,512) (804) - (4,316)
Non Cash Charges - - (3,326) . (3,326)
Change in Estimate - 1,112) - (1,112)
Balance at December 31, 2001 $ 65 $ 2951 $ - $ 3016

Future cash outlays for termination benefits are anticipated to be completed by the end of the first quarter of fiscal 2002, while
future cash outlays for office closures will continue through June 2006.

Subsequent to December 31, 2001, the Company implemented an additional cost reduction plan which will result in a special
charge of approximately $1.3 to $2.1 million to be recorded in the first quarter of fiscal 2002. The Company expects to realize annual
cost savings of approximately $37.0 million to $40.0 million as a result of these restructurings.

4, Impairment of Goodwill

As the result of the restructuring actions management took during 2001, the operating results of the Company’s services business
through the third quarter of 2001, and a change in the fourth quarter in the scale and scope of the Company’s services business,
SilverStream undertook an evaluation of the carrying value of our goodwill to determine if impairment existed. The assessment in
that period was also performed in light of significant negative industry and economic trends impacting the Company’s current
operations and expected future growth rates. Such factors, management concluded, would result in an other than temporary decline in
services revenues as a percentage of total revenues. As a result, during the fourth quarter of 2001, SilverStream recorded a $34.8
million charge for the impairment of goodwill, based on the amount by which the carrying amount of the goodwill exceeded the fair
value. The writedown related to all of the goodwill associated with the Company’s consulting and distributorship acquisitions: Power
2000 Inc., Excelnet Systems Limited, Bondi Software, Inc., E-Party Software, Inc., and Beijing SilverSolutions, Inc. Fair value was
determined based on discounted future cash flows after disaggregating the assets by grouping them at the lowest level for which there
were identifiable cash flows that were largely independent of the cash flows of other groups of assets. The assumptions supporting the
estimated future cash flows, including the discount rate and estimated terminal values, reflect management’s best estimates based
upon an independent third-party valuation of the Company’s intangible assets. The discount rate was based upon SilverStream’s
weighted average cost of capital as adjusted for the risks associated with our operations.
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5. Furniture, Equipment and Leasehold Improvements

Furniture, equipment and leasehold improvements consists of the following:

December 31
2001 2000

Furniture and fiXtUIes ........c..coceeviveicreceeerinnennn $ 3,761,460 $ 3,506,487

Computer equipment and software.... 13,943,350 10,936,616
Telephone equipment.................... 466,484 416,696
Leasehold improvements..........cc.cooevecvnisnrecrnnns 2,244,469 1,688,564
20,415,763 16,548,363
Less accumulated depreciation............ccoosveeeeeene (9.891,198) (5.313,420)

510,524,565 $11,234943

6. Accrued Expenses

Accrued expenses include the following:

December 31,

2001 2000
Fringe BEnefits .....ovvvercrnirrcercetercrnrr e et $ 1,980,275 $ 3,680,864
Occupancy .......... 8,814 241,725
Professional fees . 575,226 317,860
Bonuses............... 175,000 563,996
Commuissions ..........ccceerreeeenn . 378,911 1,403,551
Sales and VAT taxes payable. 676,305 1,257,517
Deferred tax liability ..........cocveerrcrinnerienrrerneenrenes - 853,000
Amounts due to owners of acquired businesses ... 3,662,500 7,206,397
RESTUCIUTING ...t seesseseniaee 3,016,477 -
OHNET ..ot s e ae st eresesrssessesessnasssssessestasasassasnisn 636,932 643,817

$11,110440  $16,168,727
7. Debt
Long-Term Debt

Under terms of a credit facility, negotiated in 1999 and expiring October 1, 2002, borrowings of approximately $750,600
converted fully into a term loan on October 31, 1999. Such borrowings are secured by substantially all of the Company’s tangible
assets. Principal repayments began November 1, 1999 in 36 equal monthly payments. Interest on the loan accrues at prime rate plus
0.5% (4.75% at December 31, 2001) and is payable monthly in arrears. The outstanding balance under the facility at December 31,
2001 and 2000 was $208,000 and $458,000, respectively.
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8. Leases

The Company leases office space and certain equipment under non-cancelable operating leases expiring through February 2006.
Some of these leases contain renewal options. Rent expense charged to operations for the years ended December 31, 2001, 2000 and
1999 was $5,439,000, $3,051,000 and $1,506,000, respectively.

Future minimum payments under non-cancelable operating leases, excluding amounts related to accrued restructurings, as of
December 31, 2001 are as follows:

Operating Leases
4,582,270

4,022,811
3,889,443
3,737,187
3,627,156

848.027

9. Employee Benefits
1996 Founders Stock Incentive Plan

The Company issued and sold an aggregate of 300,000 shares of common stock under our Founders® 1996 Stock Incentive Plan
pursuant to stock restriction agreements at the fair value of the stock at the date of issuance. The shares are issued in the name of the
employee, who has all rights of a stockholder, subject to certain repurchase and transfer provisions. If the employee ceases to be
employed by the Company, the Company shall have the option to repurchase from the employee a portion of shares based upon a
predetermined formula. There were no shares subject to repurchase at December 31, 2001. An aggregate of 17,875 shares of common
stock were subject to repurchase at December 31, 2000.

1997 Stock Incentive Plan

The Company adopted the 1997 Stock Incentive Plan, which was amended and restated on June 9, 1999, and further amended on
May 1, 2001 (as amended and restated, the 1997 Plan), and which covers all eligible employees, officers, directors, consultants and
advisors. As of December 31, 2001 the Company has reserved 7,000,000 shares of common stock for issuance under the 1997 Plan.
Under the 1997 Plan, the Company may grant stock options to purchase shares of the Company’s common stock, restricted common
stock awards and other stock-based awards having terms and conditions at the discretion of the Company’s Board of Directors. The
prices, terms and vesting periods of stock awards under the 1997 Plan are determined by the Board of Directors at the date of the
grant. The 1997 Plan also contains provisions which stipulate that upon an acquisition event the Board of Directors is authorized to
determine that any stock option, restricted stock or other stock-based award granted under the 1997 Plan may become imimediately
exercisable in full or in part.

The Company recorded deferred compensation of $0 and $6,408,000 relating to option grants during December 31, 2001 and
2000, respectively. Deferred compensation is being charged ratably to operations over the vesting period of the options. The
Company incurred a charge to operations of $3,093,000, $2,329,000 and $438,000 for the years ended December 31, 2001, 2000 and
1999, respectively. For the year ended December 31, 2001, $1,121,000 of this charge relates to services, $149,000 to sales and
marketing, $1,784.000 to research and development and $39,000 to general and administrative expenses. For the year ended
December 31, 2000, $579,000 of this charge relates to services, $119,000 to sales and marketing, $1,586,000 to research and
development and $45,000 to general and administrative expenses. For the year ended December 31, 1999, $125,000 of this charge
relates to services, $145,000 to sales and marketing, $130,000 to research and development and $38,000 to general and administrative
expenses.

Assumed Stock Incentive Plans
In connection with the acquisition of certain businesses during the year ended December 31, 2000 (See Note 14), the Company
assumed two stock incentive plans. Under these plans, the Company has reserved 640,120 shares of common stock for issuance upon

exercise of previously granted options under such plans. Upon the assumption of these plans, the Company has been prohibited from
granting further awards under such plans.
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9. Employee Benefits (continued)
1999 Employee Stock Purchase Plan

In accordance with the 1999 Employee Stock Purchase Plan, eligible employees may authorize payroll deductions of up to 10% of
their compensation (not to exceed $12,500 in a six-month period) to purchase shares at the lower of 85% of the fair market value of
the Company’s common stock at the beginning or end of the six-month option period. Shares issued to employees under the plan
totaled 164,676 during 2001. A total of 300,000 shares of common stock have been reserved for issuance under the plan. At
December 31, 2001, 60,486 shares remained available for future purchase under the plan and at March 6, 2001, 1,371 shares remained
available for future purchase under the plan.

2001 Stock Incentive Plan

The Company adopted the 2001 Stock Incentive Plan, (the 2001 Plan), which covers all eligible employees and consultants of the
Company. Officers and directors of the Company are not eligible to be granted options under the 2001 Plan. As of December 31, 2001
the Company has reserved 1,000,000 shares of common stock for issuance under the 2001 Plan. Under the 2001 Plan, the Company
may grant only non-qualified stock options to purchase shares of the Company’s common stock. The prices, terms and vesting periods
of stock awards under the 2001 Plan are determined by the Board of Directors at the date of the grant. The 2001 Plan also contains
provisions which stipulate that upon an acquisition event the Board of Directors is authorized to determine that any stock option
granted under the 2001 Plan may become immediately exercisable in full or in part.

401(k) Plan

The Company has & 401(k) plan (the Plan), whereby eligible employees may contribute up to 15% of their annual compensation,
subject to limitations established by the Internal Revenue Code of 1986, as amended. The Company may also contribute a
discretionary matching contribution, to each such participant’s deferred compensation: equal to a discretionary percentage determined
by the Company. During fiscal 2001, the Company made $300,000 in discretionary matching contributions. The Company did not
make any discretionary matching contributions during fiscal 2000.

Stock Option Disclosures

The Company has adopted the disclosure provisions only of SFAS 123. The fair values for these options were estimated at the date
of grant using the Black-Scholes option-pricing model in 2001 and 2000 and the minimum value method in 1999 with the following
assumptions:

Year Ended
December 31
2001 2000 1999
Expected Life (YEars).......ccooevenrieieniiience it saensenaane 5.63 8.28 8.94
Risk free interest rate 5.00% 5.50% 6.34%
Volatility ...ocooevveenenrnnenn 79.08% 505.00% —

Dividend Yield ..........c.oooviiiiiiinicerc s — — —

For purposes of pro forma disclosures, the estimated fair value of the options is amortized to expense over the options’ vesting
period. The Company’s pro forma information is as follows:

Year Ended
December 31
2001 2000 1999
Pro formanet 1oSS .....cooeeeivniivmeceeeiiceinnns $(118,620,553) § (62,334,652) § (26,713,375)
Pro forma net loss per share..........c.c.cccovvenreecnee $ (543) $ 3.16) $ 3.17)

Compensation expense under SFAS 123 for 2001, 2000 and 1999 is not representative of future expense, because it includes three,
two and one years of expense, respectively. In future years, the effect of determining compensation cost using the fair value method
will include additional vesting and associated expense.
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Stock Option Disclosures {(continued)

Option activity under the 2001 Plan, 1997 Plan and assumed plans is summarized below:

Year Ended December 31,
2001 2000 1999
Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exereise
Options Price Options Price Options Price
Outstanding, beginning of
D (T SOOI 5,079,820 $27.99 1,796,969 $14.61 895,175 $ 115
Granted.........ocovevennievencininnnnne 2,774,434 7.01 4,074,666 34.70 1,095,300 23.63
Expired or canceled...........c.ccou.ee (2,063,974) 23.66 (516,254) 40.60 (63,325) 625
Exercised.....ccoreeeinieniereceninnee (336.089) 1.30 (275.561) 3.26 130.181) 2.03
Outstanding, end of year .............. 5,454,191 20.10 5,079,820 27.99 1,796,969 14.61
Exercisable at end of year............. 1,744,129 637,568 272,599
Available for future grants............ 1,092,128 799,032 1,217,325
Weighted-average fair value of
options granted during year........ $ 7.01 $35.80 $ 23.63

The following table presents weighted-average price and life information about significant option groups outstanding at December
31, 2001:

Options Outstanding Options Exercisable
Weighted-

Average Weighted- Weighted-

Remaining Average Average

Range of Number Contractual Exercise Number Exercise

Exercise Prices Qutstanding Life Price Exercisable Price

$ 0.00-% 5.00 715,804 6.7 Years $ 270 317,666 % 1.96
$ 5.01-% 10.00 2,128,952 8.4 Years 6.38 526,098 6.44
$ 10.01-% 25.00 989,442 7.0 Years 18.14 265,205 18.19
$ 25.01-% 50.00 1,351,045 7.6 Years 39.01 505,579 39.44
$  50.01-5 90.00 139,305 7.3 Years 69.58 64,631 69.73
$  90.01-8%130.00 129,643 6.9 Years 106.15 64,950 106.35
) 0.00 - $130.00 5,454,191 7.7 Years §$ 20.10 1,744,129 $§  23.04

10. Preferred Stock

On August 20, 1999, the Company completed an initial public offering in which the Company sold 3,000,000 shares of its
common stock for net proceeds to the Company of $44,640,000. On August 26, 1999, the Company’s underwriters exercised their
over-allotment option, which resulted in the sale of an additional 450,000 shares of the Company’s stock which generated additional
proceeds of $6,696,000, net of issuance costs. Upon closing of the initial public offering, each outstanding share of the Company’s
Redeemable Convertible Preferred Stock and Convertible Preferred Stock was automatically converted into one share of common
stock of the Company resulting in the issuance of 8,659,208 shares of common stock.

41




11. Income Taxes

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of assets and liabilities for
financial reporting and income tax purposes. A valuation allowance has been established to reflect the uncertainty of future taxable
income to utilize available tax loss carryforwards and other deferred tax assets. Significant components of the Company’s deferred tax
assets and liabilities are as follows:

Year Ended
December 31,
2001 2000

Deferred tax assets:

Net operating loss carryforward ... e $ 45,166,000 § 19,978,000

Research and development credit carryforward...........coooveivnncennnne, 2,191,000 1,451,000

Deferred reVENUE...........covu oo sariere e ce e abesceaer s evesanans 862,000 2,456,000

Restructuring Charge............occovcerniiieniin e 2,512,000 -

OHBEL 1ottt e ettt r et et b e s sae e aebat e se b s bt e b st b be s saebaeen 1,298,000 1,302,000
Deferred tax liabilities:

Depreciation..........ovecceerevninervcnmnncsmenneneenns (26,000) (210,000)

AMOTHIZALION ...ovoveesererereec et cerese e enssessseee s eaanesaeesescanssesereaessvesaesasesene - -

52,003,000 24,977,000

Less valuation allowance for deferred tax assets .......cccccvveveerevneerienninen, (52.003.000) (24.977.000)

TOLBL ..ottt r ettt e s sr ekt s e e s r et b st b b ene et e erereer seererean b — —

As of December 31, 2001, the Company has net operating loss carryforwards and research and development tax carryforwards of
approximately $112.9 million and $2.2 million, respectively, available to offset future Federal taxable income. These carryforwards
begin to expire in 2012 and may be subject to certain limitations. The valuation allowance increased by $27.0 million during the
twelve months ended December 31, 2001, due primarily to the additional allowance for the Net Operating Losses incurred.

The Company believes that, based upon a number of factors, the available objective evidence creates sufficient uncertainty
regarding the realization of the deferred tax assets such that a full valuation allowance has been recorded. The Company will continue
to assess the realization of the deferred tax assets based on actual and forecasted operating results.

12. Segment and Geographic Information

As discussed in Note 2, the Company operates in one business segment: the development and delivery of Web-based applications
that include software and related products and services. In making this determination, the Company considered the information which
management uses to oversee the Company’s operations as well as the manner in which the business is managed.

Foreign operations in 1999 were conducted in seven countries in Europe and three countries in the Asia Pacific region. During
2000 and 2001, foreign operations were expanded. Operations are currently conducted in twelve countries in Europe, four countries in

the Asia Pacific region and in Australia.

Revenues by geographic region are as follows:

Year Ended December 31,

2001 2000 1999
United SEAtes ......c..c.coccvererrenrere $38,467,273 $54,117,423  $14,984,459
LT 23,393,088 22,642,893 5,700,391
o S 6,074,193 3.823.681 2.379.557
0T T $67.934,554 $80,583,997  $23,064.407

Total long lived assets by geographic region are as follows:

December 31,
2001 2000 1999
$51,255,463 $ 88,643,023 $ 22,907,826
1,530,130 1,176,196 529,440
493.962 297,089 107.393

$53.279,555 §.90,116308 3 23,544,650
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12. Segment and Geographic Information (continued)

Net income (loss) by geographic region are as follows:

Year Ended December 31
2001 2000 1999
United States ...........ccoeeevvvrereccnnn. $(104,742,044) $(27,534,929) $(21,840,977)
Foreign subsidiaries.... (10.441,687) (830.808) (148.316)
U DS $(115,183,731)  $(28,365737) §$(21,989,293)

13. Loss Per Share

The following table sets forth the computation of basic and diluted loss per share:

Year Ended December 31,
2001 2000 1999

Numerator:
NELIOSS...corveeireeieceriecene et $(115,183,731) $(28,365,737) $(21,989,293)
Beneficial conversion
feature in series D
preferred StOCK.........covurerviiceniincenne - - (263.158)
Net loss applicable to
common stockholders...........cocovvnncnne _(115,183.931) _(28,365,737) _(22252451)
Denominator:
Weighted average common
shares outstanding ............cccoevecerrrnnnees 21,904,251 20,159,868 9,943,728
Weighted average common
shares subject to
TEPUICRASE ...coveeiiicremcern e (44.528) (462.370) (1.524,612)
Denominator for basic and
diluted loss per share
applicable to common
SLOCKNOIAETS. ..ot 21,859,723 19,697,498 419,11
Basic and diluted net
loss per share
applicable to common
stockholders.........cocovmmcveniecrcnieccns S (527) $ (1.44) 3 (2.64)

The Company has excluded all preferred stock, outstanding stock options and shares subject to repurchase by the Company from
the calculation of loss per share because all such securities are antidilutive for all periods presented. Shares subject to repurchase by
the Company will be included in the computation of earnings per share when the Company’s option to repurchase these shares
expires. Weighted-average options outstanding to purchase 2,668,183, 3,370,090 and 1,332,992 shares of common stock for the years
ended December 31, 2001, 2000 and 1999, were not included in the computation of net loss per share because the effect would be
antidilutive. Such securities, had they been dilutive, would have been included in the computation of diluted net loss per share using
the treasury stock method.

14. Acquisitions

During 2001, 2000 and 1999, SilverStream completed several acquisitions of businesses then complementary to the Company’s
business strategy. These acquisitions have been accounted for using the purchase method and the results of operations have been
included in the Company’s consolidated statement of operations from the date of acquisition. A summary of each acquisition is as
follows:

Beijing SilverSolutions, Inc. On April 12, 2001, the Company acquired Beijing SilverSolutions, Inc., a software distributor located
in China. The consideration for the acquisition was approximately $460,000 in cash and transaction costs. In addition, the Company is
obligated to pay further consideration of up to approximately $150,000 if certain operational objectives are achieved. The contingent
consideration will be recorded as compensation expense.
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14. Acquisitions (continued)

The Wireless Application Software Division of Waptop Holding A/S. On March 1, 2001, the Company acquired the wireless
application software division of Waptop Holding A/S, a Danish holding company. The consideration for the acquisition was
approximately $5.3 million, which consisted of 341,507 shares of the Company’s common stock and $1.3 million in cash and
transaction costs. In addition, the Company is obligated to pay further consideration of up to approximately $4.0 million if certain
operational objectives are achieved. Through December 31, 2001, SilverStream has paid $2.0 million in cash for such additional
consideration, all of which was accounted for as goodwill,

E-Party Software Inc. On January 26, 2001, the Company acquired E-Party Software Inc., a software distributor located in Spain.
The consideration for the acquisition was approximately $1.5 million in cash and transaction costs.

Bondi Software, Inc. On December 6, 2000, the Company acquired Bondi Software, Inc., an e-business services provider. The
consideration for the acquisition was approximately $17.0 million and was completed through the issuance of 418,198 shares of the
Company’s common stock and $6.8 million in cash and transaction costs.

Excelnet Systems Limited. On August 11, 2000, the Company acquired Excelnet Systems Limited, an e-business services provider.
The consideration for the acquisition was approximately $5.2 million and was completed through the issuance of 32,620 shares of the
Company’s common stock and $3.7 million in cash and transaction costs. In addition, the Company is obligated to pay further
consideration of up to approximately $2.0 million if certain operational objectives are achieved. Through December 31, 2001, the
Company has paid $225,000 in cash consideration, issued 50,000 shares of common stock at $14.06 per share and recorded a $1.0
million liability for such additional consideration, all of which was accounted for as goodwill.

eObject, Inc. On April 5, 2000, the Company acquired eObject, Inc., the developer of “enTellect”, a java based framework for the
access control, personalization and metering of corporate resources. The consideration for the acquisition was approximately $23.2
million, which consisted of 473,581 shares of the Company’s common stock and the payment of transaction costs. In addition, the
Company is obligated to pay further consideration of up to approximately $5.5 million if certain operational objectives are achieved.
Through December 31, 2001, SilverStream has issued 175,000 shares of common stock at $25.38 per share and paid $1.0 miilion in
cash for such additional consideration, all of which was accounted for as goodwill.

Power 2000, Inc. On March 31, 2000, the Company acquired Power 2000, Inc., an e-business services provider. The
consideration for the acquisition was approximately $15.8 million, which consisted of 134,000 shares of the Company’s common
stock along with approximately $5.4 million in cash and transaction costs.

Gemlogic, Inc. On December 13, 1999, the Company acquired GemLogic, Inc., a provider of XML software. The consideration
for the acquisition was approximately $12.1 million, which consisted of 114,456 shares of the Company’s common stock and the
payment of transaction costs. In addition, the Company is obligated to pay further consideration of up to approximately $3.5 million if
certain operational objectives are achieved. Through December 31, 2001, SilverStream has issued 253,940 shares of common stock at
prices ranging from $6.80 to $14.06 per share and recorded a $1.2 million liability for such additional consideration, all of which was
accounted for as goodwill. The Company recorded a $1.9 million charge for in-process research and development, representing the
value of numerous projects that were in various stages of development that had not reached technological feasibility. No alternative
future uses were identified prior to reaching technological feasibility. The purchased research and development was independently
valued using the income approach.

ObjectEra, Inc. On December 13, 1999, the Company acquired ObjectEra, Inc., a developer and distributor of a software program
known as Object Request Broker (CRB), for $8.3 million in cash and transaction costs and up to $4.0 million in additional
consideration contingent upon the achievement of certain operational objectives. Through December 31, 2001, the Company has paid
$1.0 million in cash consideration, issued 151,867 shares of common stock at prices ranging from $6.49 to $18.12 per share and
recorded a $1.4 million liability for such additional consideration, all of which was accounted for as goodwill.
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15, Quarterly Information (unaudited)

A summary of operating results and net loss per share for the quarterly periods in the two years ended December 31, 2001 is set
forth below:

Quarter Ended
March 31 June 30 September 30 December 31
Year ended December 31, 2001
Total revenues ..........ocevveeerevevenenn $22,948,936 $ 20,644,301 $14,632,320 $ 9,708,997
Gross profit 7,109,241 8,227,200 5,387,963 3,802,054

Goodwill impairment
Net loss applicable to common

Stockholders.......ccoeevecerrrcnnennns (19,016,163) (25,364,596) (19,273,600) (51,529,372)
Net loss per share applicable to

commeon stockholders ~ basic

- - - 34,843,509

and diluted.........cccenirvnnninnnn. (.89) (1.16) (.87) (2.32)
Year ended December 31, 2000
Total revenues .........ccoovcernevvvirereee $13,003,345 $18,028,859 $23,500,891 $26,050,902
Gross Profit ........cooeerveeeerrrenenennn 7,148,436 8,375,493 12,482,172 14,054,562
Net loss applicable to common

Stockholders.......c.cccvvemcvcccnrinane (6,609,286) (7,482,001) (6,681,467) (7,592,983)

Net loss per share applicable to
common stockholders — basic
and diluted.......coooververvcnnrieenne (.36) (.38) (.33) 37

Item 9. Changes in and Disagreements with Accountants on Acgounting and Financial Disclosures
None.
PART III
Certain information required by Part ITI is omitted from this Form 10-X because the Company will file a definitive Proxy
Statement pursuant to Regulation 14A not later than 120 days after the end of the fiscal year covered by this Form 10-K, and certain
information to be included therein is incorporated herein by reference.

Item 10. Directors and Executive Officers of the Registrant

The information required by this Item is incorporated by reference to our proxy statement under the sections captioned “Election of
Directors™ and “Section 16(a) Beneficial Ownership Reporting Compliance.”

Item 11. Executive Compensation

The information required by this Item is incorporated by reference to our proxy statement under the section captioned “Executive
Compensation.”

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

The information required by this Item is incorporated by reference to our proxy statement under the section captioned ““Security
Ownership of Certain Beneficial Owners and Management.”

Item 13. Certain Relationships and Related Transactions

The information required by this Item is incorporated by reference to our proxy statement under the section captioned “Certain
Relationships and Related Transactions.”
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PART IV

Item 14. Exhibits, Financial Statement Schedules and Reports on Form 8-K

(a) Financial Statements, Financial Statement Schedule and Exhibits
1. Financial Statements — see ‘“‘Index to Financial Statements.”

2. Financial Statement Schedule for the Years Ended December 31, 2001, 2000, and 1999:
Schedule IT ~ Valuation and Qualifying Accounts.

Financial statement schedules not included herein have been omitted because of the absence of conditions under
which they are required or because the required information, where material, is shown in the financial
statements or notes

3. Exhibits:
Exhibits submitted with the Annual Report on Form 10-K as filed with the Securities and Exchange
Commission and those incorporated by reference to other filings are listed on the Exhibit Index.

) The Company did not file any reports on Form 8-K during the fourth quarter of 2001.
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Exhibit Index
Exhibit
_No. Description

3.1(1) Second Amended and Restated Certificate of Incorporation of the Registrant

3.2(1) Amended and Restated By-Laws of the Registrant

4.1(2) Specimen common stock certificate

4.2(2) Third Amended and Restated Investor Rights Agreement dated March 1, 1999, as amended

*10.1(2) 1996 Founders Stock Incentive Plan

| *10.2(2) Amended and Restated 1997 Stock Incentive Plan, and forms of agreements thereunder
*10.3(2) Amended and Restated 1999 Employee Stock Purchase Plan
*10.4(2) Form of Founders Stock Restriction Agreement

10.5(2) Term Loan Agreement and Commercial Promissory Note, dated March 1, 1999, between Fleet National Bank and the
Registrant

10.6(2) Term Loan Agreement and Commercial Promissory Note, dated August 11, 1997, between Fleet National Bank and the
Registrant

+10.7(2) OEM Master License Agreement between RSA Data Security, Inc. and the Registrant, dated as of September 30,.1997,
as amended

+10.8(2) Support Agreement between RSA Data Security, Inc. and the Registrant, dated as of June 30, 1999
10.9(3) Lease dated November 2, 1999 between BCIA New England Holdings LI.C and the Registrant

10.10(3) Form of Master Business Partmer Agreement, with VAR Partner Exhibit, Consulting Partner Exhibit and System
Integrator Partner Exhibit

10.11(3) Form of ISV Software Distribution Agreement
10.12(4) Separation Agreement dated March 23, 2001 between the Registrant and John Pearce

10.13(4) Consulting Services Agreement dated April 1, 2001 between the Registrant and John Pearce
10.14(4) Separation Agreement dated August 28, 2000 between the Registrant and Peter Brumme
10.15(5) Separation Agreement dated August 31, 2001 between the Registrant and Robert Morris
21.1 Subsidiaries of the Registrant
23.1 Consent of Emst & Young LLP

(1) Incorporated by reference from the Company’s Registration Statement on Form S-1 (File No. 333-94103).
(2) Incorporated by reference from the Company’s Registration Statement on Form S-1 (File No. 333-80553).
(3) Incorporated by reference from the Company’s Annual Report on Form 10-K filed on March 16, 2001.

(4) Incorporated by reference from the Company’s Quarterly Report on Form 10-Q filed on May 15, 2001.

(5) Incorporated by reference from the Company’s Quarterly Report on Form 10-Q filed on November 14, 2001.

*  Management contract or compensatory plan or arrangement filed as an Exhibit to this form pursuant to Items 14(a) and 14(c) of
Form 10-K.

+  Confidential treatment requested for certain portions of this Exhibit, which portions are omitted and filed separately with the
Securities and Exchange Commission.

47




SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly caused this.
report to be signed on its behalf by the undersigned, thereunto duly authorized, in Billerica, Massachusetts, on this ___ day of March

2002.

SILVERSTREAM SOFTWARE, INC.

By: /s/ DAVID A, LITWACK
David A. Litwack
President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed by the foliowing persons in the
capacities and on the dates indicated.

Signature Title Date
/s/ David R. Skok Chairman of the Board of Directors March 27, 2002
David R. Skok
/s/ David A. Litwack President, Chief Executive Officer and Director March 27, 2002
David A. Litwack (Principal Executive Officer)
/s/ CRAIG A. DYNES Vice President, Chief Financial Officer and Treasurer (Principal March 27, 2002
Craig A. Dynes Financial and Accounting Officer)
/s/ Timothy Barrows Director March 27, 2002
Timothy Barrows
/s/ Richard A. D’ Amore Director March 27, 2002

Richard A. D’Amore

/s/ Paul J. Severino Director March 27, 2002
Paul J. Severino
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VALUATION AND QUALIFYING ACCOUNTS
SILVERSTREAM SOFTWARE, INC,

Description

December 31, 2001 Allowances for Returns and
Doubtful ACCOUNES ......c.coverveinriereeierresrerereesiesaeeanas

December 31, 2000 Allowances for Returns and
Doubtful ACCOUNLS......ccvreeveceereesecririencerieeecrniaienriee

December 31, 1999 Allowances for Returns and
Doubtful AcCoOunts .........c.ccceevvevieerniriecreneesrerenreenes

Balance At
Beginning

—of Period

$1,055,472
$ 763,245
$ 475993

S-1

Additions
Charged To Charged Teo
Costs And Other
Expenses Accounts
$1,042,598  $4.,240,642
$ 0 $1,804,178
$ 355,000 $ 649,634

Deductions

$4,300,535
$1,511,951
$ 717,382

Balance
At End

of Period

$2,038,177
$1,055,472

$ 763,245
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Annual Meeting Information

The Annual Meeting of Stackholders will

be held at 10:00 a.m. on May 7, 2002

at the offices of Hale and Dorr LLP,

60 State Street, 26th Floor, \
Boston, Massachusetts 02109. ‘

Common Stock

The Common Stock of SilverStream
Software, Inc. is traded on the Nasdag
Stock Market under the symbol SSSW

Corporate Headquarters
SilverStream Software, Inc.
Two Federal Street

Billerica, Massachusetts 01821
Telephone: (978) 262-3000

Facsimile: (978) 262-3499

Transfer Agent and Registrar
Questions regarding accounts, address
changes, stock transfer and lost
certificates should be directed to:
EquiServe Trust Company
P. 0. 9187

Canton, Massachusetts 02021

Telephone: (816) 843-4299

-

Directors

David R. Skok

Chairman of the Board of Directors,
SilverStream Software, Inc.

General Partner,

Matrix Partners

David A. Litwack
President and Chief Executive Officer,
SilverStream Software, Inc.

Timothy Barrows
General Partner,
Matrix Partners

Richard A. D’Amore
General Partner,
North Bridge Venture Partners

Paul J. Severino

Chairman and Former Chief
Executive Officer,
NetCentric Corporation

Officers
David A. Litwack
President and Chief Executive Officer

Craig A. Dynes
Vice President, Chief Financial Officer,
Treasurer and Secretary

Steven S. Benfield
Chief Technology Officer

Roger Durn
Vice President, Asia Pacific Operations

Michel Goossens
Vice President, Europe, Middle East
and Africa

Jehn P. Judge
Vice President, North American Sales

Richard Wayne Parslow
Vice President, Business Development

Kim A. Sheffield
Vice President, eBusiness Technologies




N a e Qrenm e SATyaimen e,
SiverSiream Schwears, nC.
™ e I e

P =R OU - N

i $78.2%82.30C0C
5 278.282.3488

s
‘J g7

|
} © 2002 SiverStream Sofiwere, Inc. Al 1
All otner trademarss are tne property

nts resarvad. SilverStream s e ragisterad trademar and SilverStream
£ thelr respactive owners.

I3
3
[+

|
|
|
|




